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THE VIRTUES OF SIMPLICITY 
With Special Reference to Revenue Acts 


By ALBERT E. JAMES* 


RIOR to 1913, the internal revenues of the United 
P States Government were comprised, with the ex- 

ception of the occasional impost of miscellaneous 
stamp taxes, almost entirely of taxes upon intoxicat- 
ing liquors and tobacco. Over a long period of time 
the machinery for the assessment and collection of 
these taxes had been developed with a minimum of 
annoyance to the taxpayers and a maximum of col- 
lections for the government. The number of taxpayers 
was small and the enforcement agency under the 
Commissioner of Internal Revenue was correspond- 
ingly simple. 

On the whole the addition of the income tax in 1913 
changed but little the machinery for collecting inter- 
nal revenue. The war completely revolutionized this 
condition. The income tax jumped from an experiment 
and from a relatively insignificant factor in the reve- 
nue of the country ‘almost over night into the most 
important, complicated and difficult tax ever imposed 
by any government. Simultaneously excise taxes were 
expanded into numerous fields of manufacture and 
sale. All the old, familiar stamp taxes and excises 
were continued and many new ones invented on the 
spur of the moment. In the early 1920’s some effort 
was made to reduce both the number of exactions and 
the size of the imposts. This movement particularl 
is exemplified in the Revenue Act of 1926 and went 
into complete eclipse with the breaking of the depres- 
sion of 1929 and the resultant increase in tax rates 
and in kinds of taxes in the Revenue Acts of 1932 and 
subsequent years. 

After 1932 the radical change in economic and social 
outlook produced other and new taxes which were 
neither excise taxes in the old sense nor income taxes 
in the new sense, but a hybrid of both these taxes 
also producing tremendous revenues and calling for 
an enormous new machinery for imposition. 

It is not the purpose of this paper to discuss the 
wisdom of any of the new imposts. The writer’s ap 
proach 1s purely that of one interested in orderly 
procedure in the imposition and collection of the taxes 
presently in force. 

Member of the District of Columbia Bar. 

Editor’s Note.—The articles appearing in this issue of the maga- 
zine at pages 619-643 consist of the principal papers read at the 
Tax Clinic of the Committee on Federal Taxation of the American 
Ba Association at its San Francisco meeting on July 11. At that 
Ume the Committee on Federal Taxation was converted into the 
Section of Taxation of the American Bar Association. 
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“It is an ironic fact that 
in its origin the corpo- 
ration tax as part of the 
American plan for in- 
come taxation was de- 
signed not as a tax at all 
but as a measure by 
which we sought to em- 
body in the tax scheme 
a stoppage at the source 
plan similar to that em- 


bodied in English law.” 











Simplification of Tax Administration 
and Collection 


It would only be natural that a tax system produced 
almost out of no previous experience over a period of 
a little more than 20 years should have in it many 
factors of unnecessary annoyance and much machin- 
ery of administration and collection which could be 
simplified and by simplification could be improved. 
The improvement should be done not only for the 
benefit of the government but even more important, 
the improvement and simplification of our present tax 
system should relieve taxpayers of the present almost 
insuperable burden of reports and periodic examina 
tions. 


Curiously enough, the problem is not new. At least 
there was sufficient human experience with cumber- 
some tax machinery as long as a century and a half 
ago, for Adam Smith in his Wealth of Nations to have 
written four basic principles with respect to taxation 
which are peculiarly applicable to the federal tax 
system as it exists today. Those four principles are 
is follows: 


















































































































































































































































































































































































































































620 TAXES 


“I. The subjects of every state ought to contribute to- 
wards the support of the government, as nearly as possible, 
in proportion to their respective abilities. 

“II, The tax which each individual is bound to pay ought 
to be certain, and not arbitrary. Where it is otherwise, every 
person subject to the tax is put more or less in the power 
of the tax-gatherer, who can either aggravate the tax upon 
any obnoxious contributor, or extort, by the terror of such 
aggravation, some present or perquisite to himself. The 
uncertainty of taxation encourages the insolence and favors 
the corruption of an order of men who are naturally unpop- 
ular even where they are neither insolent nor corrupt. 

“Ill. Every tax ought to be levied at the time, or in the 
manner, in which it is most likely to be convenient for the 
contributor to pay it. 

“IV. Every tax ought to be so contrived as both to take 
out and to keep out of the pockets of the people as little as 
possible, over and above what it brings into the public treas- 
ury of tle state. A tax may either take out or keep out of 
the pockets of the people a great deal more than it brings 
into the public treasury in the four following ways. First, 
the levying of it may require a great number of officers, 
whose salaries may eat up the greater part of the produce 
of the tax, and those perquisites may impose another addi- 
tional tax upon the people. Secondly, it may obstruct the 
industry of the people and discourage them from applying 
to certain branches of business which might give maintenance 
and employment to great multitudes. Thirdly, by the for- 
feitures and other penalties which those unfortunate indi- 
viduals incur who attempt unsuccessfully to evade the tax, 
it may frequenty ruin them, and thereby put an end to the 
benefit which the community might have received from 
the employment of their capitals. Fourthly, by subjecting the 
people to the frequent visits and the odious examinations 
of the tax-gatherers, it may expose them to much unnecessary 
trouble, vexation, and oppression. It is in some one or other 
of these four different ways that taxes are frequently so much 
more burdensome to the people than they are beneficial to 
the sovereign.” 


According to the annual report of the Commissioner 
of Internal Revenue for the fiscal vear 1937, total col- 
lections of internal revenue taxes were $4,653,000,000. 
Of this total, taxes on income in various forms total 
2,180,000,000, alcohol taxes $594,000,000, tobacco taxes 
552,000,000, manufacturers’ excise taxes $617,000,000, 
estate and gift taxes, $305,000,000, capital stock taxes 
$137,000,000 and social security taxes $266,000,000 
Of the income taxes $1,092,000,000 was collected from 
individuals and $1,082,000,000 from corporations. 

The foregoing taxes were imposed, except the taxes 
on alcohol and tobacco, under returns of income made 
by individuals and corporations generally on or before 
March 15, on returns of gift taxes made on or before 
March 15, on returns of estate taxes made occasion- 
ally as death occurs, on returns of capital stock made 
on or before July 31 and speaking for the present 
law, social security taxes are returned for each year 
on or before January 31, as to unemployment taxes 
under Title IX and made quarterly on or before April 
30, July 31, October 31, and January 31 as to pension 
taxes under Title VIII. In addition to the foregoing 
all taxpayers making payments to others under the 
law are required to make information returns of such 
payments on or before February 15. Just to add a 
little to the annoyances and complications, the federal 
income tax law specifically requires in respect of of- 
ficers’ salaries in excess of $15,000 not only the ordi- 
nary information return but specific listing in the 
income tax return for the information of Congress and 
the edification of the gaping public. 


$2 
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A mere recital of the fact of the times when returns 
must be made under all of these various taxes (and I 
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have not mentioned the returns under manufacturers’ 
excise taxes under which $617,000,000 was collected) 
is sufficient, it seems to me, to demonstrate beyond 
any question that the fourth of Adam Smith’s basic 
principles is violated at every step and in every stage 
of our federal system. By reason of duplications of 
effort and activity this system unquestionably requires 
a great number of officers. Certainly the work neces- 
sary for all of these duplicating returns obstructs the 
industry of the people and as to the fourth corollary 
of the Fourth Principle, does anyone question that the 
average American taxpayer is now being subjected 
“to frequent visits and the odious examinations of the 
tax-gatherers” and that they are thereby “exposed to 
much unnecessary trouble, vexation and oppression”? 
As presently constituted these numerous taxes are 
administered and the returns made under them are 
examined by different and wholly unrelated repre- 
sentatives of the same commissioner of internal reve- 
nue so that there is not only a continuous succession 
of returns which no taxpayer may forget or overlook 
without severe penalties, but there is a continuous 
procession of examiners pawing over the same books 
and records and ascertaining in many instances the 
same facts all for the information of the same Com- 
missioner. 


Some of these returns are intimately related one to 
another. For instance the information return of pay- 
ments made to individuals and the return of lists 
of individuals under Titles VITI and IX of the Social 
Security Act are almost complete duplicates. Grant- 
ing that the information return was required by law 
for many years before anyone thought of Titles \ III 
and IX of the Social Security Act, is it not high time 
that someone in the machinery of administration came 
to a realization that all of the information under Title 
VIII and Title IX could be supplied if only the 
information returns of income were expanded to com- 
prise a complete schedule of wages and salaries paid 
during the year and the payees identified by social 
security number?’ And incidentally, many a petty 
chiseler would thereby be uncovered. 

The capital stock tax return for no good reason 
at all has always been made to correspond to the 
fiscal year of the United States Government. There is 
no, and there never has been any, sound reason why the 
capital stock return and the reporting of the capital 
stock tax itself could not have occupied a line or two 
in the income tax return. 

In like manner the gift tax return, where one 1s 


required, could be attached to and included with the 
income tax return. 


[ am inclined to think that many of the manufac- 
turers’ excise taxes could be and should be put on an 
annual basis and the returns for those taxes included 
with the return of income. 

It ought to be realized, that whether a business is 
large or small the multiplication of reports, that 1s 
reports prepared monthly or quarterly, multiplies by 
just so many times the necessary work of compila- 
tion. Put on an annual basis the tax-paying public 
would be relieved of much of the present tremendous 
volume of accounting and reporting and the govern- 
ment of much duplication of collection and audit. 
(Continued on page 668) 
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Federal Taxation of State 
and Local Bonds 


LEGAL IMPLICATIONS OF 
THE PROPOSAL 


vision of the current revenue act which excludes 

the income derived from the obligations of the 
state or its political subdivisions from gross revenue. 
You know, too, that this statutory exemption is merely 
declaratory of the constitutional immunity of the states 
and their instrumentalities from taxation by the Fed- 
eral Government. 

Last year, however, the President asked Congress 
to enact “a simple statute” whereby interest on future 
issues of state and local securities might be taxed by 
the Federal Government.' At the present time, though 
the Senate and the House have held hearings on the 
proposal, no bill has been reported out of Committee.’ 

We who represent the states fully appreciate that the 
real issues in this controversy are not clear to the 
public. They will not become clear until the theory of 
tax avoidance through the purchase of state securities 
is tested by the facts as to actual avoidance. They 
will not become clear until the discussion is stripped 
of popular slogans such as the endlessly repeated ap- 
peal that our state securities offer “a haven of tax 
refuge for the wealthy.” 

In a paper which I have just submitted to the 
Section of Municipal Law,.I have attempted to re- 
view, on their merits, both the economic and the legal 
aspects of the proposal. Before this Section, it would 
also seem fitting to consider certain rather important 
implications of the power which the federal govern- 
ment is here asserting,—implications which, I submit, 
must ultimately have wide repercussions, not only in 
the field of tax law, but also in the field of intergov- 
ernmental power under the Constitution. However, 
before turning to such considerations, it would ap- 
pear necessary that I review very briefly the outlines 
of the economic and legal case in defense of the con- 
tinued right of the states to exercise their borrowing 
power, free from federal interference. I shall deal 
lirst with the fiscal effects of the proposal. 


A’ TAX specialists you are familiar with the pro- 


* Assistant General Counsel of The Port of New York Authority, 
and Secretary of the Conference on State Defense. 

‘Message of April 25, 1938. See also Message of January 19, 1939. 

* Hearings were held before a Special Senate Committee on Taxa- 
ition of Government Securities in January and February, 1939, and 
before the Ways and Means Committee of the House in June and 


By AUSTIN J. TOBIN* 


Recent Supreme Court decisions have made the 
presence or absence of a real and direct burden on 
state government the guiding constitutional inquiry. 
In all these recent cases the rule of intergovernmental 
immunity is upheld and reaffirmed. 

I was therefore somewhat surprised in reading Mr. 
Kent’s very excellent paper ** to note that he feels 
that the recent salary cases wiped out the rule of 
immunity, or at least changed the whole aspect of 
the law. The fact is that in those very cases, the 
Supreme Court went out of its way to declare that 
the rule of immunity was still the law of the land, 
and to suggest certain criteria by which that rule of 
immunity would be applied. 

It seems preposterous to imagine that the Supreme 
Court was prescribing tests and setting forth meth- 
ods of procedure as to a rule which it had in effect 
abolished. 

In arguing those very salary cases before the 
Supreme Court, far from suggesting that the salary 
cases would wipe out the issue of bond immunity, 
the Solicitor General of the United States, Mr. Jack- 
son, stated that the questions of bonds presented a 
very different issue, and that the arguments which 
he was advancing there as to salaries could not be 
applicable as to bonds, because as he told the Court 
in the relationship between a borrower and a creditor, 
the borrower is bound to pay the cost of any addi- 
tional burdens in the form of an increased rate. 

So, too, in the recent hearings before the Ways and 
Means Committee, the Acting Solicitor General, Mr. 
Golden W. Bell, said that the salary cases do not 
have complete application to the bondholder. 

The Court has announced, however, that the doctrine 
will not be applied where it appears that the burden 
on government is merely “speculative and uncertain.” * 
In making our case for the continued vigor and sound- 
ness of the Pollock case,* we must therefore turn to the 
field of public finance, and inquire whether the pro- 


July. At the time this paper was written no report had been made 
by either Committee. 

2a See page 625. 

3 New York ex rel. Graves v. O’Keefe, 59 Sup. Ct. 591, 39-1 usrc 
§ 9411, decided March 27, 1939. 

4157 U. S. 429; 158 U. S. 601. 
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posed tax will result in an actual and direct burden 
on our states and cities? If the answer is in the af- 
firmative, then, under the Court’s most recent tests, 
I venture to predict that the so-called “simple statute” 
will be held unconstitutional. 

A most thorough study of the fiscal effects was 
recently made by Dr. Harley L. Lutz, Professor of 
Public Finance at Princeton University.’ He con- 
cludes that a federal tax on the interest derived from 
state and local bonds will increase state and local 
interest costs sixty or more points, depending on the 
credit standing of the issuing body. That is, a state 
or municipal bond now bearing a 3% coupon will, 
if it is taxable, have to bear an interest rate of 3.60% — 
an increase of 20% on a 3% bond. Translated into 
terms of present outstanding state and local debt, 
such a tax on their borrowing power would cost the 
states and municipalities a minimum of $113,000,000 
annually in increased interest costs. 

These conclusions have since been corroborated by 
many other experts in municipal finance including a 
large number of public finance officers. For instance, 
Morris S. Tremaine, Comptroller of the State of New 
York, testified that “if Dr. Lutz has erred at all in 
arriving at his conclusions, it would be on the side 
of conservatism. His estimates on the increased cost 
of financing, I believe, are far lower than they would 
prove to be in actual practice.” Mr. Tremaine esti- 
mated an increase of from 4% to 1% on such prime 
obligations as those issued by the State of New York. 

Many more recognized experts in the academic and 
banking fields, as well as state and municipal officials, 
have expressed their general concurrence in these esti- 
mates.® Indeed, one of the Administration’s foremost 
economic advisers, A. A. Berle, Jr. said recently :7 
the price of a tax-exempt bond usually discounts in 
considerable degree the difference between the government 
and the private bond; the purchaser of the tax-exempt bond 
pays his income tax in advance when he pays a higher price 
for the security, or accepts a lower return.” 


Moreover, the soundness of these conclusions meet 
their ultimate test in the admissions which were 
finally made by the Treasury representatives during 
the course of the recent Congressional hearings on the 
proposal. Mr. Kent has suggested in his paper that 
the “analysis and data of opposing witnesses seem the 


5The Fiscal and Economic Aspects of the Taxation of Public 
Securities, by Harley L. Lutz; and part of the hearings before the 
Special Senate Committee on Taxation of Government Securities, 
February, 1939. 

® They include, among others, Mayor Fiorello H. LaGuardia of 
New York City, President of the United States Conference of 
Mayors; Dr. E. B. Logan, Associate Professor of Political Science 
at the University of Pennsylvania and State Budget Director of 
Pennsylvania; Professor Albert Buehler of the University of Ver- 
mont; Carl Chatters, Executive Director of the Municipal Finance 
Officers Association; John S. Linen and Henry Hart, both former 
Vice-Presidents of the Investment Bankers Association; Henry F. 
Long, Commissioner of Corporations and Taxation of Massachusetts; 
Thomas P. Hazard, General Treasurer of the State of Rhode Island; 
C. E, Armstrong, Comptroller of the City of Birmingham, Alabama; 
Walter F. Darby, Commissioner of Local Government of the State 
of New Jersey. See Record of Hearings before the Special Com- 
mittee on Taxation of Governmental Securities and Salaries—United 
States Senate—Seventy-sixth Congress, First Session; see also Rec- 
ord of Hearings before the House Ways and Means Committee, 
June, 1939, 

™Memorandum — ‘“‘A Banking System for Capital and Capital 
Credit,"’ by A. A. Berle, Jr., submitted to the Temporary National 
Economic Committee, on May 23, 1939. 

8 John W. Hanes, Under Secretary of the Treasury, admitted: 
“Insofar as the taxation of interest derived from future issues of 
public securities will result in increased interest rates, refunding 
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more convincing.” His reference, of course, is to the 
Treasury witnesses. The fact is, however, that most 
of those witnesses agreed with the basic conclusions 
reached by Dr. Lutz. The Treasury experts ad- 
mitted * that the tax-exempt privilege is worth be- 
tween one-quarter and one-half of one per cent. Both 
sides would seem to agree therefore that the enactment 
of the tax will burden state and local government by 
increasing interest costs. The only difference in the 
extent of the burden is between Mr. Hanes’ top esti- 
mate of .50 points and Dr. Lutz’ estimate of .60 points 
—or an insignificant difference of 1/10 of 1%. These 
facts, now belatedly admitted by the Treasury, were 
strikingly conspicuous by their absence in the state- 
ments which launched the recent revival for the taxa- 
tion of municipal securities. 

Obviously, this annual increase in local financing 
costs of some $113,000,000 will be reflected in local 
real property taxes and other forms of regressive 
taxation.® So that, in the final analysis the little tax- 
payer with whom this proposal has been popularized, 
as a measure that will “soak the rich,” will have to 
pay the bill. We submit that an increase in state 
and local taxes is a definite and tangible burden on 
local government, within the tests most recently pro- 
posed by the Court in the Gerhardt decision.’® 

With these fiscal effects in mind, we may now con- 
sider the continued validity of the Pollock case.1' The 
Treasury admits, of course, that under the doctrine 
of the Pollock case, their proposed statute is unconsti- 
tutional. They argue, however, that the Court will 
reverse that decision at the first opportunity. 

For whatever it may be worth, we remind you how- 
ever, that the doctrine of that case has frequently 
and very recently been reasserted by the Court as the 
law. There are at least twenty-two cases in which 
the Court has reiterated its belief in the soundness 
of the doctrine.’* One cannot find a single judicial 
criticism of the case, not even in any subsequent dis- 
senting opinion of any one of the Justices of the Court. 
The very decisions, which are always cited by the 
Treasury and which will undoubtedly be cited as 
indicating a “contrary trend,” have always, in their 
opinions, gone out of the way to express the con- 
tinued validity of the Pollock decision. These cases 






operations will become less attractive. ‘ 
‘‘While the adverse effect of the proposed legislation on state and 
local refunding operations would not be as wide or as serious as 
has been maintained, some hardship would doubtless arise.”’ 

Other Treasury Department witnesses who conceded that the re- 
moval of the tax-exempt feature would increase the cost of state 
and municipal financing include Henry C. Murphy, the principal 
economic analyst presented by the Treasury. The same view was 
taken by Professors Williamson of Wesleyan University, Shultz of 
the College of the City of New York and Studenski of New York 
University, all of whom were offered by the Treasury as expert 
witnesses. 

®Dr. Lutz has pointed out that on the assumption of a .60 
increase in the interest rate and under the conditions prevailing 
in 1936, Boston would have had to adjust her tax levy to include 
increased interest costs of over $1,000,000 from $37.74 to $38.39, 4 
rise of 65 points; New York City, to meet increased interest costs 
of over $14,000,000, from $27.14 to $28.01, a rise of 87 points; Phila- 
delphia, to meet increased interest costs of over $3,700,000, from 
$20.24 to $21.27, a rise of over 103 points; Buffalo, to meet increased 
interest costs of over $870,000, from $33.96 to $34.87, a rise of 91 
points; and Newark, to meet increased interest costs of over 
$885,000, from $38.18 to $39.15, a rise of 97 points. 

10 304 U. S. 405. 

11157 U. S. 429; 158 U. S. 601. 

2 See Constitutional Immunity of State and Municipal Securities, 
by the Attorneys General of the States, Chapter VI, p. 119 et seq. 








Novet 


inclu 
ing 1 
_ Io 
Co." 
and f 
Th 
cases 
to ho 
to th 
we fi! 
doctr 
two | 
limit 
not < 
will 
actu 
ernn 
goin 
secu 
men 
and 
Cou 
or t 
only 
Dep 
ities 
gov 
the 
the 
we 
loce 
SOV 


hel 


aff 
ere 
fur 
nit 
SON 
to 


tri 


November, 1939 


include the most recent expressions of the court dur- 
ing 1937 and 1938, such as Cohn v. Graves;"* Hale 
vy, lowa State Board;'* James v. Dravo Contracting 
Co.;)° Helvering v. Mountain Producers’ Corporation;*® 
and Helvering v. Gerhardt." 

The Treasury seems to hope that the recent salary 
cases indicate a readiness on the part of the Court 
to hold state bonds taxable. However, when we turn 
to the first of these two decisions, the Gerhardt case, 
we find that the Court forcefully reaffirmed the general 
doctrine of intergovernmental immunity and laid down 
two rules by which to test its application. The first, 
limiting exemption to governmental functions, need 
not concern us. The second, declares that immunity 
will be granted when and only when the proposed tax 
actually threatens to burden state or municipal gov- 
ernment. I am satisfied to follow that test. The fore- 
going outline of the fiscal effects of a tax on state 
securities makes it clear that in the case of govern- 
ment securities, there is a certain and heavy burden 
and that therefore the tax is unconstitutional. The 
Court has held that taxes on government salaries 
or the earnings of government contractors impose 
only conjectural burdens. But not even the Treasury 
Department denies that a tax on government secur- 
ities will directly and inevitably increase the cost of 
government and to that extent impair the ability of 
the states and cities to perform their functions. By 
the test of the Gerhardt case, as well as on precedent, 
we may still conclude that a federal tax on state and 
local bonds is an unconstitutional violation of state 
sovereignty. 

The Pollock case, in which the court unanimously 
held that the Federal Government lacked the consti- 


“The only real guarantee of reciprocity is the guarantee now 
afforded by the Constitution. Under our system of dual sov- 


ereignty, tax interference by one government with the necessary 
functions of the other, can be prevented by reciprocal immu- 
nity. The withdrawal of that protection from one of the two 
sovereigns must ultimately result in the subjection of the states 
to federal authority. The complete elimination of the doc- 
trine of immunity could only result in a destructive tax war.” 


tutional power to tax state and municipal bonds was 
decided in 1895. In that case the Court held also that 
an income tax upon the income derived from real and 
personal property was in effect a direct tax. Under 


300 U. S. 308. 
* 302 U.S. 95. 

* 302 U. S. 134. 
* 303 U. S. 376. 
* 304 U. S. 405. 


* The late Professor Seligman of Columbia University, an ardent 
Proponent of the Sixteenth Amendment and recognized as an out: 
Standing authority on the Amendment, writing in 1911 said: ‘‘When 
the amendment states that the government shall have power to levy 
a tax ‘on incomes, from whatever source derived, without apportion- 
ment,’ chief emphasis is to be put upon the words ‘without appor- 
tionment.’ The words ‘from whatever source derived’ are indeed no 
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the Constitution a direct tax has to be apportioned 
according to the census and enumeration. Because 
this was not practicable the decision virtually stulti- 
fied the power of Congress to levy and assess income 
taxes. This situation ultimately led to the adoption of 
the Sixteenth Amendment, which permits the income 
from real and personal property to be taxed without 
apportionment. Since then it has been argued by some 
that the Amendment was intended to vest Congress 
with the power, which it theretofore lacked, to tax 
state and municipal instrumentalities. The arguments 
are not new. They have been presented to and re- 
jected by the Supreme Court. Nevertheless, the Treasury 
Department is pressing them ‘again, as support for 
their assertion of a supreme federal power to tax the 
states. I shall deal briefly with that argument before 
discussing some of the general implications of the pro- 
posed statute. 

The Amendment, you will recall, provides that the 
Congress may levy income taxes “from whatever source 
derived, without apportionment, among the several 
states.” The record shows that when the Amendment 
was before the Senate and House, the question of tax- 
ing state and municipal securities was not discussed. 
On the record there is not a shred of evidence of any 
legislative intent to write an Amendment which would 
permit the taxation of income not theretofore taxable. 

It was not until 1910, after the resolution had been 
adopted by the Congress and was before the states 
for ratification, that the question was first raised. 
Governor Hughes of New York, then suggested in a 
Message to the Legislature, that the phrase “from 
whatever source derived” might, if taken in its natural 
or dictionary sense, and stripped of its context in the 
Constitution, be construed by some to per- 
mit the taxation of state and municipal 
securities.'"* The fears which he voiced in 
1910 have been realized in 1939. For it is 
now urged by the Treasury Department 
that the effect of the Amendment was to 
grant supreme taxing power to the Federal 
Government, not only over the income from 
state bonds, but over the income of the 
states themselves. 

Immediately after Governor Hughes ex- 
pressed his fears, Senator Borah rose on the 
floor of the Senate and took sharp issue 
with the interpretation feared by the New 
York Governor. In a careful and states- 
manlike speech, the Senator from Idaho 
expressed his conviction that the Amend- 
ment was not intended to broaden the federal power 
of taxation. It was simply intended, he said, to 
permit a valid levy on income taxes without appor- 
tionment. Similar views were expressed by Senator 


mere surplusage. On the contrary, their real import is to remove 
the existing discrimination between the various sources of income, 
so far as apportionment is concerned, and to put those sources which, 
under the existing interpretation, can be taxed only through appor- 
tionment in the same category as those sources which can now be 
taxed without apportionment. To say ‘from whatever source de- 
rived’ is simply another way of saying ‘irrespective of the source,’ 
or a shorter way of saying ‘from all sources alike, whether the 
source be one that previously made apportionment necessary or 
not.’ So that the amendment is equivalent to the statement that 
‘Congress shall have power to lay and collect a tax on incomes, 


whether previously laid by apportionment or not, without appor- 
tionment.’ ’’ 
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lsrown who introduced the Amendment, and by Sen 
ator Elihu Root. 


Not once did any one, either in the Senate or House, 
rise to challenge the views expressed by Senators 
Borah, Root and Brown.’® And ultimately the views 
expressed by these great constitutional lawyers were 
adopted by the Supreme Court itself. 

Thus, in Brushaber v. Union Pacific Rk. Rk. Co.,?" 
Stanton v. Baltic Mining Co.,”* and in Peck & Co. 7. 
Lowe,”* the Court refused to interpret the Amendment 
as extending the federal taxing power to include subjects 
not theretofore taxable.2* In National Life Insurance 
Company v. United States, fifteen years after the 
adoption of the Sixteenth Amendment, the Court said: 

the United States may not tax state or muni- 
cipal obligations.” And in Willcuts v. Bunn,” Chief 
Justice Hughes, writing for an unaminous court, said : 

“In the case of the obligations of a state or of its political 
subdivisions, the subject held to be exempt from federal 
taxation is the principal and interest of the obligations (citing 
the Pollock case), supra. These obligations constitute the 
contract made by the state, or by its political agency pur- 
suant to its authority, and a tax upon the amounts payable 
by the terms of the contract has therefore been regarded as 
bearing directly upon the exercise of the horrowing power 
of the government.” 

I may say that of the twenty-two cases *° that have 
stated the bond immunity rule eighteen were decided 
after the adoption of the Sixteenth Amendment. 

The Treasury argues that the Supreme Court has 
not adequately examined the legislative history of 
the Amendment in its prior decisions. However, the 
records in Evans v. Gore and in the earlier case of Peck 
‘ Co. v. Lowe show clearly the contrary.” 

The Treasury also suggests that it is now prepared 
to submit “new evidence” in support of its conten- 
tions. They offer certain letters written in 1920, 
dehors the record, by Senator Knute Nelson. In these 
Senator Nelson inferred that he inserted the phrase 
“from whatever source derived” in the Amendment, 
intending to abolish the immunity rule. But what- 
ever dubious value might otherwise attach to this 
afterthought, is fully dissipated when one looks at 
the actual record. 

Senator Nelson was a member of the Senate at the 
time the Amendment was first proposed and voted 
on in that chamber. The roll call shows that he was 
also present on the very day when Senator Borah, 
challenging the fears of Governor Hughes, said that 
the Amendment was not intended to permit the taxa- 
tion of state and municipal securities. Is it not strange, 
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therefore, that Senator Nelson remained silent in 19]( 
when he owed a positive duty to come forward an( 
explain to the Senate that, in his opinion, the Amend- 
ment was intended to permit the taxation of such 
securities? Under the circumstances, what weight 
should we attach to his explanation in 1920? Ag 
lawyers, I think you will agree with me that the 
Nelson letters are the flimsiest kind of evidence. Ina 
constitutional question of this magnitude they cannot 
be taken seriously. 

Let there be no mistake as to the sweeping extent o/ 
the power which the Treasury is seeking to establish. 
In the Study submitted by the Department of Justice, 
it is claimed that while the Federal Government must 
continue as immune from state taxation, yet that prin- 
ciple does “not necessarily shield the states against 
the exercise of the delegated, and supreme, taxing 
power of the central government.” ** In the letter 
transmitting the same Study to the Treasury Depart- 
ment, it is asserted “that ordinarily tax immunity is a 
privilege of federal, not state instrumentalities.” 


f fm. THE OBJECTIVE OF THE PROPOSAL BECOMES 
clear. It seeks to establish plenary power in the 
I*ederal Government to tax, not only the interest on state 
bonds, but to bring every power and function of states 
and their instrumentalities within the tax control of 
the Federal Government. The statute presently pro- 
posed is a stalking horse. Its real objectives are 
to be found in the suggestions of constitutional power 
upon which the federal departments seek to establish 
its validity. Those new powers would mean federal 
tax control of the states, the end of the reciprocal 
character of the immunity doctrine as between the 
State and Federal Governments, and the end of our 
whole constitutional structure of dual sovereignty. 
Once such a power to tax is established the matter 
of exemptions, like deductions, becomes a matter oi 
statutory grace. The power to tax carries with it the 
power to exempt, and you are all familiar with the 
extensive use of the latter power as an instrument ol 
governmental control. In the field of social legislation 
and in the control of agriculture the power to exempt 
from taxation is just as effective as any express con- 
stitutional mandate to accomplish the legislative 
objective. 

Now, if the Federal Government establishes its 
power to tax state and municipal bonds what is to 
prevent it from exempting the bonds of certain “pet” 
projects from the tax? If the Congress chose, for 

(Continued on page 686) 





'’ Roswell Magill, former Under Secretary of the Treasury, al- 
though he now urges the passage of a statute taxing state and 
municipal securities, some years ago said in an article in the Yale 
Law Journal: ‘“. . . Whether its expressions (i. e. the Supreme 
Court’s in Brushaber, Fvans v. Gore, etc.) are dicta or decisions, 
the court has come to the conclusion, thoughtfully considered, that 
if these items were not taxable by the Federal Government before 
1913, they were not taxable after.’’ 

* 240 U. S. 1. 

21240 U. S. 103. 

22 247 U.S. 165. 

23 See also Hisner v. Macomber, 252 U. S 
U.S. 508. 

% 277 U. S. 508. 

% 282 U. S. 216. 

*6 See Ch. VI, p. 120, 121, et seq., of The Constitutional Immunity 


of State and Municipal Securities, by the Attorneys General of the 
States. 


. 189; Hvans v. Gore, 269 








*7 Thus the taxpayer's brief in the Lowe case, not only cited and 
quoted Senator Borah’s and Senator Root’s opinions, but referred 
to Governor Hughes’ fears as to possible interpretation of the 
Amendment. Giving due consideration to these views an unanimous 
Court said (247 U. S. 165, 172-173): ‘‘. . . as pointed out in recent 
decisions, it (the Sixteenth Amendment) does not extend the taxing 
power to new or excepted subjects, but merely removes all occasion, 
which otherwise might exist, for an apportionment among the 
states of taxes laid on income, whether it be derived from one 
source or another (citing Brushaber and Stanton cases).’’ 

8 Under existing rules of interpretation we do not base legis- 
lative intent on the opinion of a single Senator. No Senator evé! 
contradicted Senators Borah, Root and Brown. No Senator eve! 
heard Senator Nelson. It seems fairer to say the Senate’s view 
was that heard on the floor of the body and never challenged, 
rather than that locked in the secret recesses of a single Senator's 
mind. 


*» The Immunity Rule and the Sixteenth Amendment, Department 
of Justice Study, 1938, p. 10. 
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Reciprocal Taxation by Federal and State Governments 
of Salaries and Income from Securities 


HIS paper undertakes no more than a cursory 
T review of the history of the doctrine of implied 

constitutional immunity, since the issue now be- 
fore the nation is what is sound policy for the present 
and future. It would be difficult to add anything new 
to the voluminous literature in this field. Moreover, 
virtually every aspect of the problem has been thor- 
oughly canvassed in the published report of the Hear- 
ings of the Special Senate Committee on the Taxation 
of Governmental Securities and Salaries, a document 
whose contents well repay the considerable time 
required for their perusal. It is unfortunate only that 
these hearings should have terminated prior to the 
epochal decision of the Supreme Court during the last 
term in Graves v. People of the State of New York 
cx rel. O'Keefe," which has gone so much further than 
any prior decision in modifying what were until re- 
cently thought to be established constitutional doc- 
trines in the field. 

It is as inevitable as fate that the ever-increasing 
pressure for larger revenues and the growing emphasis 
upon progressive forms of taxation should have col- 
lided in due course with doctrines evolved by judicial 
interpretation of the Constitution which have operated 
to exempt, in whole or in part, growing areas of 
wealth and segments of income from the burden of 
making their proportionate tax contributions to the 
support of national and state governments. Accentu- 
ating this pressure has been the conflict between the 
exemption of large sources of private incomes and 
the basic principles of highly graduated personal 
income taxation, which have won “popular acceptance 
as essential features of federal tax policy. The result 
of this collision has been the reéxamination by the 
Supreme Court of precedents, many of them of long 
standing, which we have witnessed recently. Emerg- 
ing from this process has been a striking redefinition 
and limitation of the applicable constitutional doc- 
trines themselves. 

There is general agreement that the origin of these 
constitutional doctrines was rooted in the practical 
necessities of the dual system of government under 
which we live. The matter has been well summarized 
in the concurring opinion of Mr. Justice Frankfurter 
in the O’Keefe case. 


“For one hundred and twenty years this Court has been 
concerned with claims of immunity from taxes imposed by 
one authority in our dual system of government because of 
the taxpayer’s relation to the other. The basis for the Court’s 
Intervention in this field has not been any explicit provision 
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—A Sound Policy — 


By ARTHUR H. KENT* 


of the Constitution. The States, after they formed the Union, 
continued to have the same range of taxing power which they 
had before, barring only duties affecting exports, imports, and 
tonnage. Congress, on the other hand, to lay taxes in order 
to pay the Debts and provide for the common Defence, and 
general Welfare of the United States, Art. 1, Sec. 8, U. S. 
C, A. Const., can reach every person and every dollar in the 
land with due regard to Constitutional limitations as to the 
method of laying taxes. But, as is true of other great activi- 
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ties of the state and national governments, the fact that we 
are a federalism raises problems regarding these vital powers 
of taxation. Since two governments have authority within 
the same territory neither through its power to tax can be 
allowed to cripple the operations of the other. Therefore 
state and federal governments must avoid exactions which 
discriminate against each other or obviously interfere with 
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159 Sup. Ct. 595, decided March 27, 1939. 
* Note 1, supra, p. 602. 
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one another’s operations. These were the determining con- 
siderations that led the great Chief Justice to strike down the 
Maryland statute as an unambiguous measure of discrimina- 
tion against the use by the United States of the Bank of the 
United States as one of its instruments of government. i 

But this doctrine which had its origin in the neces- 
sity of protecting the operations of a lawful agency 
of the national government from a special and de- 
structive tax imposed by a state, in course of time, 
through logical processes of elaboration too often 
mechanical rather than realistic, and influenced by the 
unfortunate Marshallian dictum that the “power to 
tax is the power to destroy,” evolved into a major 
limitation upon the taxing powers of government. 
During this process of development, there were 
spawned precedents, most of them fortunately now 
overruled, some of which could scarcely have been 
dreamed of by the great minds which gave birth 
to the original doctrine, as well as judicial distinctions 
congenial only to the minds of legal metaphysicians. 
Thus, the salary of a federal officer was held immune 
from taxation by state or local authority,* on the 
theory that a tax on the salary was tantamount to a 
tax upon the government which paid the salary. Sub- 
sequently, by resort to another assumption not grounded 
upon any express provision of the Constitution itself, 
there was established the doctrine that the tax im- 
munities are correlative or reciprocal, and so the salary 
of a state official (in the particular case a judge) was 
held exempt from a general federal tax upon incomes 
levied to help finance the Civil War.* Other decisions 
operated to create a similar correlative immunity from 
taxation in favor of the owners of interest-bearing 
government securities.® 


Expansion of the Immunity Doctrine 


It was during the past twenty-five years that the 
most rapid and even alarming judicial expansion of 
the immunity doctrine, as applied to private parties 
in their relations with governments or their agencies, 
occurred, usually over the protests of strong dissent- 
ing minorities. Leases of Indian lands by the Federal 
Government were held to be federal instrumentalities 
and profits derived by private lessees immune from state 
income tax.® Likewise, income derived by private 
lessees from leases of state school lands was adjudged 
exempt.” Sales made to the Federal Government or 








3 Dobbins v. Commissioners of Erie County, 16 Pet. 435 (1842), 
1022. See also New York ex rel. Rogers v. Graves, 299 U. S. 401, 57 
Sup. Ct. 269, holding exempt from state income tax salary of general 
counsel of Panama Railroad Company, an instrumentality of the 
Federal Government. 

4 Collector v. Day, 11 Wall. 113 (1870), followed in Brush v. Com- 
missioner of Internal Revenue, 300 U. S. 352 (1937) (salary of engi- 
neer of city water department held immune from federal income 
tax). 

5 Weston v. City Council of Charleston, 2 Pet. 449 (1829) (holding 
invalid a local tax as applied to federal securities); Pollock v. 
Farmers’ Loan and Trust Co., 157 U. S. 429; 158 U. S. 601 (1895). 
See also National Life Ins. Co. v. United States, 277 U. S. 508 (1928); 
Northwestern Ins. Co. v. Wisconsin, 275 U. S. 136 (1927). 

® Gillespie v. Oklahoma, 257 U.S. 501 (1922). 

7 Burnet v. Coronado Oil é Gas Co., 285 U. S. 393 (1932). But see 
Burnet v. Jergins Trust Co., 288 U. S. 508 (1933), and cf. Group No. 1 
Oil Corp. v. Bass, 283 U. S. 279 (1931). 

8 Panhandle Oil Co. v. Know, 277 U. S. 218 (1928); Graves v. Texas 
Co., 298 U. S. 393 (1936). 

® Indian Motocycle Co. v. United States, 283 U. S. 570 (1931), but 


see Liggett € Myers Tobacco Co. v. United States, 299 U. S. 383 
(1937). 


1 277 U. S. 142 (1928). 
" Fox Film Corp. v. Doyal, 286 U. S. 123 (1932). 
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its agencies were held immune from the burden of 
state sales taxes,® and sales to a municipality from a 
federal excise tax.® The expansion of the doctrine 
perhaps reached high tide in Long v. Rockwood ™ in 
which a majority of the Court held a federal patent to be 
a government instrumentality and royalty income de- 
rived therefrom to be exempt from state taxation to the 
owner of the patent, a decision so extreme and so far- 
reaching in its implications that it was unanimously 
overruled four years later." 


It is only fair to point out that efforts made by 
litigants further to enlarge the scope of the immunity 
had from time to time met with decided reverses at 
the hands of the Supreme Court and important restric- 
tions upon the scope of its application had been devel- 
oped. Many of these restrictions, however, were based 
upon legal technicalities and distinctions too subtle 
and refined for the lay mind to grasp. This fact gave 
rise to justified questions as to the soundness of many 
of the applications of the doctrine itself. Chief among 
these are the cases drawing the distinction between 
subject and measure and allowing non-taxable inter- 
est to be included in the measure of a tax upon a tax- 
able subject.’? Allied to these decisions are those 
denying immunity from taxes upon transfer at death 
of tax-exempt securities,’* even where the recipient 
is the government itself.‘ Capital gain derived from 
the sale or exchange of a state or municipal bond was 
held not to share the immunity from federal taxation 
enjoyed by the interest on the bond.’** The immunity 
from federal taxation long enjoyed by state officials 
and employees with respect to their compensation 
was held not to extend to compensation for services 
received by one who was found to stand to the gov- 
ernment in the relationship of an independent con- 
tractor." Just why the independent contractor 
relation should be less favored than that of employee 
or bondholder was not explained. Furthermore, the 
immunity doctrine was held to have no application 
as between the various states.’” 

Moreover, the federal immunity has not been regarded 
as so fundamental or deep-seated in the Constitution as 
to be beyond the scope of congressional control, the 
Supreme Court having several times held or indicated 
that Congress could waive an immunity which would 
otherwise exist.1* On the other hand it has also held 





2 Flint v. Stone-Tracy Co., 220 U. S. 107 (1911), federal tax upon 
doing of business in the corporate form measured by net income 
sustained, although measure included interest on exempt state and 
municipal bonds; Pacific Co. v. Johnson, 285 U. S. 480 (1932), state 
corporate franchise tax measured by net income held valid, though 
measure included interest on exempt federal securities. But see 
Macallen Co. v. Massachusetts, 279 U. S. 620 (1929); cf. Educational 
Films Co. v. Ward, 282 U. S. 379 (1931). 


13 Plummer v. Coler, 178 U. S. 115 (1900), sustaining a state in- 
heritance tax on United States securities; Greiner v. Llewellyn, 258 


U. S. 384 (1922), upholding federal estate tax as applied to state and 
municipal bonds. 


14 United States v. Perkins, 163 U. S. 625 (1896), bequest to the 
United States Government; Snyder v. Bettman, 190 U. S. 249 (1903), 
bequest to a state government. 

5 Willcuts v. Bunn, 282 U.S. 216 (1931). 

1% Metcalf & Eddy v. Mitchell, 269 U. S. 514 (1926). 

17 Bonaparte v. Tax Court, 104 U. S. 592 (1881). pas 

18See for instance Van Allen v. Assessors, 3 Wall. 573, 583, 58 
(1865), declaring section 5219 of the Revised Statutes, permitting 
non-discriminatory state taxation of national bank shares, constitu- 
tional in an extended dictum; Owensboro National Bank v. Owens- 


boro, 173 U. S. 664, 668 (1899); Oklahoma v. Barnsdall Corp., 2% 
U. S. 521, 525-26 (1936). 
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or indicated that Congress had power to create im- 
munities against state taxation which would not 
otherwise exist, and has sustained state taxes because 
Congress had declared no exemption.*® This latter 
power is clearly derived from federal supremacy, no 
correlative power having been recognized in the states. 

Last but not least in importance of the major judi- 
cial qualifications on the immunity doctrine was that 
which derives from the well-known case of South 
Carolina v. United States ?° which sustained the impo- 
sition of federal liquor license taxes upon state dis- 
pensaries for the exclusive sale of liquor. 
The Court therein indicated that the im- 
plied immunity from federal taxation existed 
only with respect to so-called essential or 
traditional functions of government. This 
qualification has always been extremely 
difficult of administrative and judicial appli- 
cation, since many borderline activities and 
functions of government are of mixed char- 
acter and do not lend themselves readily 
to such classification. The qualification has 
not been easy to rationalize or to explain, 
other than upon the empirical ground of 
averting the crippling effect on federal rev- 
enues which would otherwise result from 
steady expansion of state and local govern- 
mental operations into fields formerly pre- 
empted by private enterprise. Nevertheless, it has 
retained its vitality and has been applied in a number 
of important cases in recent years to strike down 
claims to tax immunity.”? 


Two major observations should be made relative 
to this qualification. First, it is the only one of the 
qualifications to the immunity doctrine which goes 
further than to deny a claim by a private person to 
tax immunity by virtue of some relation between him 
and the government. The doctrine of South Carolina 
v. United States in some situations unquestionably ex- 
poses a state or municipal government or govern- 
mental agency to direct tax liability to the United 
States.22, Second, the doctrine is a qualification also 
upon the principle enunciated in Collector v. Day 
that the implied constitutional immunity is correlative 
in its scope, the Supreme Court having now taken the 
position that the above classification has no relevance 
to the Federal Government or its instrumentalities.”* 
It should also be noted in this connection that the doc- 
trine of reciprocity of immunity enunciated in Collec- 
tor v. Day has been dealt staggering and perhaps 
mortal blows by the opinions of Mr. Justice Stone in 
the Gerhardt and O’Keefe cases, which return to the 


Smith v. Kansas City Title Co., 255 U. S. 180, 212-13 (1921); 
Federal Land Bank v. Crosland, 261 U. S. 374 (1923); Lawrence v. 
Shaw, 300 U. S. 245 (1937). 

199 U. S. 437 (1905). 

2 Flint v. Stone-Tracy Co., note 12, supra; Ohio v. Helvering, 292 
U. S. 360 (1934), applying the doctrine to another state liquor 
monopoly; Helvering v. Powers, 293 U. S. 214 (1934), holding taxable 
the compensation of a trustee of the Boston Elevated Railway, the 
operation of a railroad not being a usual governmental function; 
Allen v. Regents of the University System of Georgia, 304 U. S. 439 
(1938), sustaining application of federal tax on admissions to 
football games at state universities. 

2 As a practical matter, to date this possibility has eventuated in 
Practice only in the case of certain excise taxes, such as the liquor 
and admissions taxes. By virtue of express statutory exemptions 
and administrative interpretation of existing law by the General 
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earlier principles based upon federal supremacy 
asserted by Chief Justice Marshall in McCulloch v. 
Maryland and in the dissent of Mr. Justice Bradley in 
Collector v. Day. 

The picture revealed by this rapid review of the 
principal lines of decision has been profoundly altered 
by a series of decisions handed down during the last 
two or three terms of the Court. Underlying all these 
recent decisions appears to be the conception that the 
doctrine of implied constitutional immunity is not 
properly to be invoked to relieve private persons of 


«< 

( D he quality of tax exemption should be 
removed from future issues of government securities chiefly 
for the reason that such exemption is unfair and inequitable to 


the great body of taxpayers who for various reasons either do 
not or cannot avail themselves of its advantages and because 
the exemption seriously undermines the effectiveness of a 
progressive income tax.” 


the duty to pay general non-discriminatory taxes 
imposed by either government under our dual sys- 
tem merely because of relations existing between such 
persons and the other government. It is important to 
note that these decisions expose neither government 
to any new danger of imposition of taxes by the other 
directly upon such government, its instrumentalities, 
nor its governmental operations. Any attacks made 
upon the pending proposal for reciprocal taxation of 
governmental securities upon the ground that it con- 
templates or involves such interference are without 
foundation and merely befog the issues. Also, the 
recent decisions give the green light only to forms of 
taxation which are general and non-discriminatory in 
character. The Court still retains full power, unham- 
pered by any precedent to the contrary, to strike down 
any federal or state tax or application thereof, though 
imposed only upon a private person, which discrim- 
inates against transactions or other relations between 
him and his government. There is ample precedent 
and justification for such distinctions in the cases in- 
volving state taxes and interstate commerce. 


The decisions exempting private lessees of public 
lands have now been definitely overruled.%* The deci- 


Counsel of the Treasury Department, income accruing to state and 
municipal governments and their agencies and publicly-owned utili- 
ties has enjoyed a non-taxable status, without regard to the nature 
of the activity whence it is derived. The administrative rulings 
have apparently met with congressional approval, no attempt having 
been made to legislate to the contrary. See Internal Revenue Code, 
sections 22(8) and 116(d); G. C. M. 14407, XIV-1, C. B. 103. 

23 Graves v. People of State of New York, etc., note 1, supra, p. 596, 
597. Cf. New York, etc. v. Graves, note 3, supra, holding the salary 
of an official of the Panama Railway exempt from state income tax 
(since overruled by the O’Keefe decision) with the prior decision 
in Helvering v. Powers, note 19, supra, holding taxable the com- 
pensation of a trustee of the Boston Elevated Railroad. 

24 Helvering v. Mountain Producers Corp., 303 U. S. 376 (1938), 
overruling Gilléspie v. Oklahoma, note 6, supra, and Burnet v. Coro- 
nado Oil and Gas Co., note 7, supra. 
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sions relieving vendors from liability to pay general 
sales or similar excise taxes with respect to sales made 
to governments and governmental agencies have been 
strictly limited to their facts and, in my judgment, 
have been all but formally overruled.» The im- 
munity heretofore enjoyed by officers and employees 
of each government or its agencies from non- 
discrimnatory taxation of their salaries by the other 
has vanished.2* Indeed, the subjection of official 
salaries to the same tax burden which similar in- 
comes from other sources are compelled to bear has 
not stopped here, but another very recent decision 
has established the taxability in general of salaries 
of constitutional judges of the United States.” Ex- 
cept, therefore, for its remedial provisions to avert 
the hardships which would have resulted from the 
retroactive application of the Supreme Court’s modi- 
fied constitutional doctrines, the Public Salary Tax 
Act of 1939 has done little more than to register on 
the statute book the judgment of the Court in the 
Gerhardt, O’Keefe, and Woodrough cases. 


[Taxable Status of Governmental Securities 


[t will be seen from the foregoing that the only 
important application of the immunity doctrine, so 
far as it has been applied to relieve private persons of 
some of the burdens of general taxation, which has 
not come before the Court directly for re¢éxamination, 
relates to the taxable status of governmental securi- 
ties. Some action by Congress, such as the President 
has recommended, will be necessary to raise the issue 
in the Supreme Court so far as state and municipal 
bonds are concerned, since the successive federal rev- 
enue acts have all expressly excluded interest on such 
securities from gross income. Should a state attempt 
to precipitate the issue, in the absence of enabling 
legislation by Congress, it would have to surmount 
not only the constitutional hurdle but—in my judg- 
ment-—the more serious obstacle of the express provi- 
sions in the various federal statutes, under which 
outstanding securities have been issued, which wholly 
or partially exempt the securities and interest thereon 
from taxation. 

With due respect to those who may entertain a dif- 
ferent view, my own reading of these recent decisions 
and analysis of the grounds upon which they have 
heen based has led my mind to the conviction that 
legislation of the reciprocal type the President has 
proposed would now be sustained as constitutional 
and that what is left, if anything, of the Pollock case 
or other precedents which may seem to stand in the 
way would be overruled, quite independently of any 
arguments in support of the federal power based upon 
the broad language of the Sixteenth Amendment. 
The proposed legislation eliminates any complicating 
issues of due process or impairment of contract obli- 
gation by limiting the legislation to securities issued 











* James v. Dravo Contracting Co., 302 U. S. 134 (1938), sustaining 
application of a general, non- discriminatory state gross receipts tax 
to the receipts of a private contractor from a construction contract 
with the Federal Government. 

** Helvering v. Gerhardt, 304 U. S. 405 (1938), overruling Brush v. 
Commissioner, note 4, supra; Graves v. People of State of New 
York ex rel. O’Keefe, note 1, supra, overruling Collector v. Day, 
note 4, supra, and New York ex rel. Rogers v. Graves, note 3, supra. 
Except as they may enjoy limited survival due to their special facts, 
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after its enactment date. The differences between the 
case of the bondholder on the one hand and the lessee, 
the contractor, and the officer or employee on the 
other are clearly only differences of degree. While 
differences of degree admittedly may sometimes lead 
to differences in legal result, the only difference I can 
see here is that the relation between taxability or 
immunity of bond interest and the interest rate goy- 
ernments will have to pay on their borrowings is 
perhaps a little more palpable and certain than the 
relation between taxability and public expense in 
some of the other cases. This difference seems to me 
of doubtful weight or relevance in view of reiterated 
assertions in the recent opinions thal mere increase 
in governmental expense through economic shifting 
of the burden of a tax is insufficient to transform the 
tax into an unconstitutional interference with gov- 
ernmental operations. 

It is not intended to imply, however, that the cor- 
stitutional validity of the Presidents’ proposal is de- 
cisive of its wisdom from the point of view of public 
policy. Constitutionality and policy may or may not 
coincide. For the reasons briefly enumerated here- 
after it is believed that reciprocal taxation of hoth 
public salaries and interest on government securities 
is definitely in the public interest. If it be true that 
this end may now be lawfully achieved without con 
stitutional amendment, it is submitted that it wou'd 
be a foolish and unnecessary waste of time to resort 
to the slower and more cumbersome amendment pro 
cedure. I can understand anyone who still believes 
such legislation to be unconstitutional urging for that 
reason resort to an amendment, but I must doubt the 
sincerity of those who, while opposing legislation on 
grounds of policy, fiscal or otherwise, counseP such 
resort. For the issues of policy are essentially the 

same, whether one course or the other be adopted. 

It would seem that little need be said upon the 
question of policy as it relates to reciprocal taxation 
of public salaries. Even those who opposed the [’res- 
ident’s recommendation with respect to taxation o/ 
securities most bitterly at the Senate hearings had 
little to say upon the salary question, save to express 
some doubts on the constitutional issue, doubts which 
were soon after laid at rest by the O’Keefe decision. 
Of course the fiscal importance of the salary exemp- 
tion has been often enormously exaggerated by laymen, 
who apparently did not appreciate that the bulk of public 
compensation falls into non-taxable brackets. The rev- 
enue gain from the abolition of this exemption will 
obviously be much greater, however, if and when per- 
sonal exemptions are reduced and rates in the lower 
brackets increased. Moreover, the salary exemption had 
much less effect in distorting the operation of the pro- 
gressive features of graduated income taxes than the 
exemption of bond interest and could have virtually no 
effect upon capital investment tendencies. The principal 

(Continued on page 656) 


Dobbins v. Commissioners of Erie County, note 3, supra, and Westor 
v. Charleston, note 4, supra, are also necessarily in the discard. 

7 O’Malley v. Woodrough, 59 Sup. Ct. 838, decided May 22. 193' 
overruling Miles v. Graham, 268 U. S. 501 (1925), and definitely fore- 
shadowing a similar fate for Evans v. Gore, 253 U. S. 245 (1920), if 
and when the provisions of the Public Salary Tax Act of 1939, sub- 
jecting to federal income tax salaries received after December 3!. 
1938, by federal judges appointed prior to the effective date of the 
Revenue Act of 1932, are subjected to constitutional attack. 
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Coordination of Tax Systems 


UR all-oppressive tax- 
ing systems are too 


complicated phenom- 
ena to permit of a compre- 
hensive treatment in a short 
space. Tradition, ideologies, 
economic advantages, differ- 
ent political concepts, shifting 
of tax burdens, are only some 
of the complexities of this 
subject. Multiplex govern- 
mental activities mean to the 
average taxpayer not only 
exorbitantly high tax bills 
but the deflection of execu- 
tives’ time from business, as 
well as numberless different 
taxes to pay, hence, also the 
expense of specialized ex- 
perts’ time in preparing re- 
ports and compliance with 
cumbersome and complex 
revenue laws. Manifold gov- 
ernments have so unscientifi- 
cally overspread their reve- 
nue measures that today in 
\merica about the only taxes 
that are not overlapping are 
real estate and customs taxes. 
Entirely too much atten- 
tion has been given in this 
country to levying and gath- 
ering the tax and too little to 
unification, simplification, or 
lessening of the burdens and 
expense of legal conformity 
by the taxpayer. Clarity and 
fairness should always be the basic features of a 
laxing statute. The Republic of Brazil learned 
years ago that the exaction of an identical tax by 
more than one governmental agency upon the same 
property or income becomes a tax of oppression, and 
to avoid this injustice Brazil, by constitutional enact- 
ment, gives specific tax monopolies to the Federal 
Government and protects the lesser governmental 
units against tax encroachments by the central gov- 
ernment. To a great number of taxpayers today the 
cost of complying with a revenue measure is greater 
than the tax, yet this excessive incidental burden is 
not added to the tax bill. It is evident that simplifica- 
tion and coérdination of revenue laws would result in 
reduction of rates to the ratepayer. There can be no 
sound reason presented for not codrdinating their tax 
offices, even to the point of consolidation, when the 
State and Federal Governments are collecting a 
common tax. 


* Attorney at Law, Los Angeles. 


By RALPH W. SMITH" 


“If we set about to adopt a practical rather than 
a theoretical tax system, we can remove many 
of the pin points from our tax laws. We can, 
by allocating certain taxes to particular govern- 


ments, make our fiscal systems understandable.” 





Ralph W. Smith 
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It seems unbelievable that 
the State of California, as 
well as other states, would 
require a more detailed in- 
come tax return than does 
the Federal Government. 
With very little sacrifice in 
revenue the state could pro- 
vide for the filing of a copy 
of the federal return with the 
state authorities, supplemented 
merely by an adjustment 
sheet. This would result in 
many economies, a simplifi- 
cation of statutory compli- 
ance and a saving in expense 
and headaches to the taxpayer 
in determining the irreconcil- 
able and puzzling provisions 
of the two sets of govern- 
ment laws. Let me illus 
trate: California does not 
allow the ten per cent earned 
income credit of the federal 
act. The personal exemp- 
tion allowed a discretionary 
trust differs in the two acts, 
as well as the manner of 
computing capital gains. Dif- 
ferent bases are provided in 
each act for reporting com- 
munity income and while the 
Federal Government allows 
a deduction for the California 
income tax paid, the state 
does not allow as a deduction 
the federal income tax paid. 
Further, the State of California taxes all obligations 
issued by other states and political subdivisions thereof, 
while these are immune under the federal law. 


The complexities of the California Inheritance Tax 
\ct are even more marked. For example, if a resident 
of California, in his will, leaves a bequest to Harvard 
University, it is subject to the California inheritance 
tax, but the same bequest in favor of Yale University 
would be exempt. This is because Connecticut is 
reciprocal with California in educational gifts, while 
Massachusetts is not. Again, irrespective of the place 
where property is acquired, if acquired by the personal 
efforts of a husband or wife and thereafter they move 
to California, bringing with them this property as 
intangible personal property, and the husband dies a 
resident of this state, leaving it as intangible personal 
property to the wife, the community exemption applies 
and only one-half thereof is subject to California in- 
heritance tax. If, however, the property was acquired 
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in a common law state no community exemption 
would be allowed in the federal estate tax. 

A further illustration indicates conflicts between 
state inheritance tax acts. If a New York decedent 
creates a revocable trust in Colorado of intangible 
personal property, it would be taxable in both states, 
but if a Colorado decedent had created a trust of 
intangible personal property in New York, it would 
be taxable only in Colorado. 


Overlapping Tax Administration 


In ninety years of California Statehood only one 
person has been re-elected Governor. In every in- 
stance, with a single exception, where an incumbent 
has submitted for approval the administration of Cali- 
fornia’s highest executive office to the people, he has 
been repudiated. Such disapproval of an incumbent’s 
administration of the office has been primarily due 
to the fact that he had increased taxes. The opposi- 
tion invariably runs on an economy program. Yet, 
each successive administration, aided somewhat by 
the people voting revenue measures as amendments 
to the Constitution, with rare exceptions, has in- 
creased the tax load. The California taxpayer carries 
five distinct layers of officials, district, city, county, 
state, and federal. California expenditures for operat- 
ing and maintaining general governmental functions 
have more than doubled during the period of 1932 
and 1937. The soaring cost was due in large measure 
to increased cost for relief, yet relief remains. Both 
of the major political parties advocate and, we assume, 
truly want reorganization, codrdination, and elimina- 
tion of overlapping governmental functions, but the 
burden upon the public increases because our political 
parties do not want these beneficial reforms at the 
same time. As a result of it all, the people become 
antithetical, politically class conscious, think and act 
in groups—all of which in the end is bound to mean 
an enlargement of governmental responsibilities. In 
California much confusion exists, for it is not always 
so easy to forget personalities and party emblems in 
administering a law. Here, a Republican State Con- 
troller administers the Inheritance and Gift Tax Acts, 
while our Democratic Governor is responsible for the 
administration of the State Income Tax Law. Their 
respective administration offices are in different build- 
ings far apart in California’s three largest cities, this 
notwithstanding the inweave of these revenue laws. 
The United States is the only English speaking country 
in the world in which political commissions gather 
the tax; other countries tax more heavily through im- 
partial and impersonal commissions, but the tax is less 
oppressive because it is levied more scientifically. 

There are nearly as many groups espousing dif- 
ferent theories of gathering taxes in California as 
there are religious cults in the City of Los Angeles, 
yet, everywhere on this continent the unselfish people, 
possessing soundness and knowledge of economics 
and of fiscal affairs, are largely unorganized and rest 
supinely under a heavy lethargy, while irreparable 
change is taking place in peerless America. Socializa- 
tion can be achieved with as marked a degree of 
rapidity by making the acquisition or ownership of 
property unduly burdensome and unprofitable as by 
making the fruits of one’s labors unremunerative by 
legislative fiat. 
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A tax structure must not only conform to the 
structure of the government that imposes it, but it 
must also harmonize with the current state of mind 
of the people or, more accurately, to the guess of the 
government in power as to what that state of mind 
is. It is here that taxes leave the realms of economic 
and political theory and become enmeshed in the 
expediencies of politics. The United States, for in- 
stance, speaking theoretically, could have balanced its 
federal budget several years ago, as England has done, 
and could certainly do it today, had not Washington 
guessed that the voters did not want the budget 
balanced at the cost of higher taxes. There is cor- 
relative existence between taxation and government 
expenditures, and today it is politically popular and 
expedient to increase revenues rather than to curb 
expenditures. An executive today, federal or state, 
does not to a marked degree lose favor because of an 
unbalanced budget. 


It is time that more consideration be given to the 
administration of revenue laws such as the matter of 
tax collection, the cost upon the taxpayer to comply 
with the law, and the effect of the tax upon business 
and the body politic as a whole. It is realized that a 
hiatus exists between an idea and putting the idea 
into action, as well as a hiatus between political plat- 
forms and taxation. In the formulation of a tax 
program, consideration should first be given to the 
elimination of unnecessary burdens upon the tax- 
payer in complying with the law. It is true that not 
all taxes are direct, and one of the forms of indirect 
tax burdens to which little consideration has been 
given is the obligation placed upon the taxpayer to 
increase his payroll in order that he may maintain the 
necessary records and complete reports to meet the 
many requirements of complex and duplicating tax laws. 


John Taxpayer’s Day in Court 


In California the impoverished criminal is provided 
free defense counsel by the taxpayers. Should not 
then John Taxpayer have a friend in court, a repre- 
sentative of the highest specialized skill, employed by 
the government to protect the taxpayer’s interest in 
such matters as policy formulation, simplification, 
coordination, tax elimination, regulations and inter- 
pretation of the revenue laws? Moreover, it is quite 
probable that after a person has worked for the gov- 
ernment and for the government’s interest over a 
period of time his mind unconsciously becomes gov- 
ernmentally formulated and he is apt to be biased in 
favor of the government’s side of the picture. 


Attorneys who have practiced criminal law have 
undoubtedly experienced the difference between try- 
ing a criminal case before a Judge who ascended the 
bench from the district attorney’s or prosecuting at- 
torney’s office, and trying a case before a Judge who 
came from the public defender’s office. In the first 
instance, the Judge is usually very prosecution-minded, 
while in the latter instance he is more apt to be 
defense-minded. 

The taxpayer’s representative should occupy an 
office of the general nature of that occupied by the 
public defender in criminal matters or akin to that 
of His Majesty’s opposition in the English Parliament, 
for if the taxpayer must pay for the defense of the 
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poor criminal, why should he not have in government 
aman highly specialized to battle for his interests ? 


Taxation should by this time have become a science, 
but the manner in which government after govern- 
ment slaps one tax upon another indicates that taxa- 
tion is far from being so. One of the most difficult 
problems today facing the taxpayer, who is already 
tremendously overburdened with a tax load, is to 
know just where to go to make the proverbial 
American “kick.” 


Certain business units in the City of Los Angeles 
are subject to three income taxes by three separate 
governments. The Federal Government and the State 
of California impose their income taxes, while the City 
of Los Angeles taxes the gross income of all depart- 
ment stores in that city. If this triple taxpayer squawks 
to one government, he is told, why, its tax is not 
oppressive, the undue burden thereof grows out of 
the pyramided levies of the other governments. 


Multiplicity of Taxing Units 


California taxpayers pay over ninety different 
known taxes; in addition, they are subject to several 
hundred license fees and other miscellaneous imposts. 
There are about 4850 separate units of government in 
California clothed with the power to tax and levy 
assessments. Costs are increased due to the inability 
of guarding so many agencies, yet the California tax 
debacle is no more complicated or disorganized than 
that of several other states, since it has been estimated 
that there are no less than 175,000 different govern- 
mental units collecting taxes in the United States. 


California can not well object to the reprehensible 
practice of one state bidding for the wealthy residents 
of another, since our local tax systems in this state 
are far from uniform. Cities and counties in Cali- 
fornia bid for residents and business through 
the tax rate. For example, the ad valorem 
tax rate on real estate is two or three times 
as high in come cities and counties as in 
others. In Los Angeles County, the city 
and district tax rate in some cities is over 
four cents in every dollar of assessed value, 
while in other cities the rate is less than two 
cents. The difference in success or failure 
of a business today may be the judgment 
employed by the owner in examining the 
tax commitments of a particular locality 
before establishing the business. 

In adopting its Constitution, the United 
States of America became an integrated 
nation. We ceased as quarreling sovereigns 
and are thus more than 150 years in advance 
of the twenty or more separate, uncodrdi- 
nated and clashing counties of Europe in 
economic and political unity; but fiscally, the Ameri- 
cans learn very slowly. We willingly upbraid our legis- 
lators, demanding curtailment of governmental ex- 
penditures, but seldom do we hear even an oppressed 
taxpayer specifying governmental benefits he is will- 
ing to give up in furtherance of economy. Although 
California boasts of good roads, we are threatened 
with an additional two cents per gallon to the existing 
four cents a gallon gasoline tax, due to road com- 
plaints of the motorists. 


COORDINATION OF TAX SYSTEMS 
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Tax consciousness of government spending would 
be promoted if direct taxes replaced, in many in- 
stances, hidden taxes. Many people who think they 
are exempt from tax levies pay a larger percentage of 
their income in concealed taxes than others. Educa- 
tion in this field might be equally as important as 
legislation, for after all, the great accomplishment will 
come only after the voter is made acquainted with the 
evils and what must be done to correct them, for our 
responsibilities are responsibilities of the individual 
citizens. It was Plato who said, “Like man, like 
state.” In this period of diminishing returns and in- 
creased taxes the philosophy should be not what we 
can get out of our government, but what we can give 
to our government. 

It is distressing to note that from one end of our 
country to the other party leaders are floundering 
about in the political underbrush of expediency in- 
stead of searching for a scientific plan. All we do find 
are just many splinters of plans. One reason for this 
lack of correlation and comprehensiveness is that too 
few are aware of the nature of the problems. These 
are too overwhelming and, after all, a man’s judgment 
is no better than his information. 

It is a fact, playing an important part in tax trends, 
that the Americans as a people are becoming more 
altruistic and philanthropic. We are doing more for 
the blind, the orphan, the aged, the unemployed, than 
even the most optimistic philanthropist of a few 
years ago hoped for. 

Social trends must be resolutely considered and a 
wise government will eliminate waste, duplication, 
and unnecessary governmental functions, to keep its 
financial house in order and timely care for unfor- 
tunate citizens in an adequate manner so as to prevent 
quasi-political bodies and advocacy of governmental 


“C Dhe duplication and overlapping 


of governmental agencies mean considerably more than merely 


paying additional taxes; they mean the expense of the taxpayer 
in operating these multiform agencies, but the greatest cost is 
the destruction of thrift and business-like methods, which sub- 
verts the efficiency and morale of public service and lessens the 
urge to eliminate waste. The saying that ‘waste begets waste’ 
was never more applicable than in matters of government.” 


theories, traditionally unknown to matchless America, 
by disgruntled groups. 

It may be fate or merely coincidence that Cali- 
fornia, in adopting its maximum income tax rate, 
combined with the highest rate of the federal income 
tax, aggregates a high rate of 94 per cent, which 
equals the rate in force in the income tax law of Italy. 

California has given to the new world the social, 
political, and economic theories of the Townsend 
Plan, “Ham and Eggs, or Thirty Dollars Every 
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Thursday,” the Self Help Codperative Plan, etc., all 
thrown into the political hopper at about the same 
time. It may be that since our climate has not lived 
up to our promises and Old Sol has been less faithful, 
California is looking for substitutes to be sure that 
every one here may remain happy. 


The allocation of distinctive powers to separate 
units of government is compelling. Although the 
states of the Union have reserved to themselves pow- 
ers which have not been delegated to our national 
government, the Constitutional limitations upon one 
government or the other have been tremendously 
widened by judicial definition. There is no constitu- 
tional prohibition preventing the states and the Fed- 
eral Government from agreeing to limit the orbit of 
their taxes within a certain field or to codperatively 
gather and equitably allocate a tax between them. 
Therefore, it would seem prudent to allocate to the 
Federal Government and to the various states specific 
revenue sources. Wisdom would tell us to give to 
the Federal Government the right to exact its tax 
solely upon estate, gift, income, interstate utilities, 
postal, and other governmental services and certain 
excises, including tobacco, luxuries, oil, and gasoline. 
Unemployment and social taxes should also be as- 
signed to the Federal Government; while the states 
should gather their taxes from real and personal prop- 
erty, licenses, sales, use, consumption, and severance 
taxes. 

We do not look for an ideal tax system; whatever 
form we devise will have defects. But if we set about 
to adopt a practical rather than a theoretical tax sys- 
tem, I am certain we can remove many of the pin 
points from our tax laws. We can, by allocating cer- 


tain taxes to particular governments, make our fiscal 
systems understandable. 


If the states are to surrender the income and in- 
heritance taxes to the Federal Government, then the 
Federal Government must definitely agree to take 
over relief and other social duties. In view of the 
large refugee immigration to California in recent 
years, California should insist upon this. Always 
must sufficient revenue sources be left with or pro- 
vided for the states. 


Federal Government as Sole 
Tax Administrator 


If the Federal Government should take over the 
sole administration of the income tax, reduce exemp- 
tions, and step up the graduated rates brackets, then 
it could, without sacrifice of revenue, do with the 
income tax in the way of state credit what it has done 
with the federal estate tax. This would tend to 
equalize corporation tax burdens and, what is more 
important for states such as California, it would re- 
move isles of tax shelters which beckon their citizens. 
The income tax on lower income groups in England is 
many times that of like wage earners in the United 
States, while the income tax in Germany on low 
bracket incomes is eight to ten times that of this country. 


The more of our taxing system that we can place 
under the control of a Central Government, naturally, 
the greater uniformity of administration will follow, 
as well as simplification and efficiency. In the United 
States, more than three-fifth of all taxes are collected 
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by the state and local units and the remainder by 
the Federal Government, while in England, where ail 
must concede economy in collection and simplified 
taxation, about five-sixths of the taxes are collected 
by the national government and only one-sixth by 
local governing bodies. It is, therefore, of greater 
importance that economies be inaugurated i in relation 
to local taxes. As we have suggested, taxes collected 
by any centralized system could be shared with sub- 
ordinate units on a population basis or as to needs 
of local government, or as social conditions may 
require. 


During this depression the American businessman 
quickly adopted the technique of industrial integra- 
tion. This drawing in or controlling of business has 
aided in keeping the wheels of industry moving, yet 
with a single exception or two there is little or no 
evidence of a like tendency upon the part of govern. 
ment. Business and sound economic activity and 
governmental functions travel divergent paths. lt 
may be asked why can not the people’s two principal 
activities be brought into closer harmony by govern 
ment emulating business? 


If England can expeditiously and with marked 
economy collect, through a single centralized govern- 
mental unit in London, hundreds of millions of pounds 
in taxes annually, apparently benefits would only 
accrue by increasing the geographical tax base oi 
government by the amalgamation of many of the local 

taxing agencies into an enlarged territorial field. For 
England it can be said that she gets the tax far less 


painfully than do the several governments in the 
United States. 


Plan for Greater Governmental Areas 


For more than twenty years, associations of tax- 
payers, as well as a political party, have advocated 
in California the redistricting of the state for govern 
mental purposes. The scarcity of population and im- 
poverished conditions of many counties in this and 
other states no longer justify their existence. A plan 
of confining local government to separate governmen- 
tal units for large cities and the balance of the state 
into a few counties is worthy of profound considera- 
tion. California’s county governments could be effi- 
ciently administered by substituting eight counties 
for its fifty-eight counties. Such integration would 
result not only in economies but would tend to bring 
about the beneficent relationship of unity and min 
imize America’s costly recreation, to wit, politics. 

Arguments in favor of greater governmental terri 
torial areas are: 

A wealthier employer is better able to secure more efficient 
personnel. 


Removal of conflicting tax assessing bodies. 

Co6rdination and conformity in tax levies. 

Unity and equality of assessments. 

Reduction of expenditures and lowering of assessments. 

Better control over expenditures. 

Elimination of unnecessary burdens upon the taxpayers to 
comply with tax laws and thus give the taxpavers greater 
value for their tax dollar. : 

Rigid law enforcement. We are all a little more afraid 0! 
Uncle Sam or the states than of a local government. 


Too often the American, like the French politician, 
is congenitally nearsighted and postpones the inaug 
(Continued on page 673) 
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Taxes Collected by 


Aid of Municipalities 


“lt is apparent that local revenue systems, though still depen- 
dent very largely on a single source of revenue, are becoming 
more closely related to the broader field oj state taxation." 


By ARNOLD FRYE* 





HE SUBJECT of taxes collected by or in aid of 
'T ssanicipatities covers a wide field, including not 
only general property taxes, but also an increas- 
ingly wide variety of taxes collected by the states and 
distributed in whole or in part to municipalities. It 
even includes a substantial amount of federal revenue 
contributed for unemployment relief, highway aid 
and grants for public works 
In comparison with the large sums paid in the 
iorm of income, estate and inheritance taxes, clients 
may not be conscious of the burden of taxes for the 
support of local government. They may not realize 
that in New York State, for example, of $388,986,557 
state revenue, the state contributed to local govern- 
ment, $175,896,999 and in addition it passed back 
$78,161,137 which it collected directly for local units. 
In other words, over half the total revenues paid to 
the state, 61 per cent in 1937-38, are spent by local 
units of government.’ 
The average citizen, when he thinks of taxes in 
the billions, thinks of federal taxes. He does not see 
that as late as the last general report of the Bureau 





— as part of an integrated tax system 


Or in 






of the Census in 1932, the federal revenue receipts 
constituted only 22.9 percent of the total governmen- 
tal revenue receipts and that federal taxes constituted 
only 29.2 percent of the total taxes collected by fed- 
eral, state and local governments. He does not see 
that ev en as late as 1937, the federal government re- 
ceived only 44 percent of the estimated total tax rev- 
enue of federal, state and local governments.? The 
state and local governments are here combined be- 
cause of the difficulty of obtaining accurate figures as 
to state collected revenues used solely for state 
purposes. 

As to proportionate amounts of debt, the average 
citizen does not know that as late as 1932 the aggre- 
gate of state and local governmental debts exceeded 
the federal debt and that in 1913 the aggregate of 
state and local debts was five times the amount of 
the federal debt.* 

On the subject of debt, for the re-assurance of in 
vestors, it should be said that numerous municipalities 
are now paying off their debts rapidly and are in 
curring only small amounts of new debt.‘ 











Member of the New York Bar. 
Total state revenue 
State aid 


$388,986,557 
175,896,990 
Total revenue plus taxes collected for local units 467,147,694 
State aid plus taxes collected for local units 284,058, 13¢ 
“The only accurate figures on this are those compiled by the 
Census Bureau for the decennial census in 1932, as summarized 
below. Later figures are estimates, with the Twentieth Century 
Fund figures, given in Facing the Tax Problem the best we know of. 
Census Bureau, 1932 





Revenue Receipts Taxes 

Amount % Amount % 
Federal $2,625,333 22.9 $2,625,333 29.2 
State 2,207,935 19.2 poi 1.3 
Counties 1,313,832 11.4 1,020, 835 11.4 
Cities 3,221,895 28.1 2,251,289 25.3 
Other 2,108,255 18.4 1,443,773 16.0 
Total $11,477,250 100 $8,983,080 100 





3 The best figures on debt are believed to be those of the Treasury 
Department. They have been making careful estimates of state 
and local debt for the past few years, to supplement their federal 
debt figures. No other agency has done as complete a job over so 
long a period. The federal debt shown does not include Territories, 
Farm Loan, RFC, etc. Figures are in millions: 


Year Federal State and Local 
1913 $966 $4,528 
1920 24,061 7,746 
1930 . os BS See 17,985 
1931 . , . 16,519 19,060 
1932 19,330 
1933 ssn» eee 19,517 
1934 .. ... 26,480 18,823 
1935. .. .. 27,646 18,972 
1936 .. re 19,212 
1937 .. .. 35,803 19,152 
1938 .. : 36,579 19,170 




















































































































































































































































































































































Twentieth Century Fund, 1937, Est. ‘This reduction does not yet appear in the estimates of aggregate 








Tax Revenue 





Amount % debt because in some sections, numerous municipalities were obliged 
Federal $5,300,000 44. to fund substantial amounts of short term paper and to issue bonds 
State 2,500,000 22, to obtain funds for unemployment relief. Such funding operations 
Local 4,500,000 nr have largely ceased but numerous municipalities are still compelled 


to borrow for relief. 








$12,500,000 
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Importance of the General Property Tax 


Historically, local governments have largely de- 
pended upon the general property tax. That tax 
probably still provides about ninety percent of the 
taxes collected by local units and over half of their 
total revenue receipts.’ So strongly is this fixed in 
public opinion that investors in county and municipal 
bonds have always looked and still look, for their 
security, to what is called the “general obligation,” 
that is the power and obligation to levy a property 
tax without limit of rate or amount. So true is this, 
that although many states have ceased for years to 
levy a general property tax for state purposes, a great 

many investors still look for their security on state 


bonds to a similar power and obligation to levy such 
a tax. 


In the past, the general property tax was looked 
upon as the ideal, because of its stability and elas- 
ticity. Because of its theoretical stability, the con- 
stitutions of some states and statutes of nearly all 
have used the assessed valuation of property as a 
basis of debt limits for local governments. In its 
newer form, some measure of stability has been 
sought by basing the debt limit on an average of five 
years. The experience of the last twenty years has 
not been happy, because in the prosperous ’20’s, the 
assessed valuations rose with great rapidity, permit- 
ting local governments to borrow tremendous sums 
of money in competition with private industry, while 
during the depression assessed values have been 
forced down too rapidly for comfort, substantially im- 
pairing municipal credit. In Detroit, assessed values 
declined precipitately in the years 1930 to 1935, from 
three billion seven hundred million to two billion two 
hundred million. Similar declines may be noted in 
some other cities during the same period: Portland, 
Oregon, three hundred forty-seven million to two 
hundred eighty-eight million; Denver from four hun- 


dred sixty-four million to three hundred fifty-two 
million. 


The general property tax supposedly had the addi- 
tional merit of elasticity,—tax collections could be 
kept low in prosperous times and could be increased 
in a period of depression when additional funds were 
required. In some sections of the country, it has 
been found possible to maintain tax collections, or 
even to increase somewhat the rate of tax. In large 
parts of the country, however, the years of the depres- 
sion showed that the tax rate could not be increased 
and that the proceeds from the property tax declined 
rapidly and proved inadequate. Taking some striking 
examples, the proceeds from the property tax in De- 
troit declined from ninety-one million in 1931 to sixty- 
one million in 1936; in Pittsburgh from twenty-one 
million in 1930 to fourteen million in 1934; in Buffalo 
from thirty-one million in 1931 to nineteen million 
in 1934. Tax delinquency increased rapidly, in some 
municipalities at an appalling rate. In 1933 the av- 


5’ The Census Bureau data for 1932 show that total general prop- 
erty taxes for local units were 92.5 per cent of all taxes, and 65.6 
per cent of their total revenue receipts, including special assess- 
ments, grants and subventions, public service enterprise earnings, 
etc. The Twentieth Century Fund study indicates $4.3 of a total 


of $4.5 billion tax revenue, or 95.5 per cent, from the general prop- 
erty tax, in 1937. 
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erage city of the 150 cities of over 50,000 population, 
collected only 74 per cent of its current levy, com- 
pared with a normal of about 90 per cent, and there 
were some cities which collected less than half their 
levies. 

Depression experience of the general property tax 
has caused much dissatisfaction among students of 
local government finance. It has been authoritatively 
said “The general property tax as a means of financ- 
ing local governments has broken down.” ® 

And again “What’s wrong with our municipal rey- 
enue structure? All can be summed up in one state- 


ment—too much reliance on the general property 
ma.” * 


Some Results of Recent Experience 


Experience with the general property tax during 
the last fifteen, and particularly during the last ten 
years, has resulted in some rather striking changes in 
public opinion. 

3ecause of the difficulty of collecting the tax during 
the depression, many investors in municipal securities 
have become more realistic in the appraisal of their 
value. They have learned that the legalistic concep- 
tion of the right to the levy of an unlimited general 
property tax, valuable as it is, is not of itself always 
sufficient to ensure payment. Too large a tax levy 
on property produces tax delinquency and abandon- 
ment of the property. Fortunately, experience has 
shown that local governments are inheren‘ly sound 
and their creditors have in only a few instances been 
obliged to accept a reduction of the principal of their 
debts. 

One result of the pressure of taxation on real prop- 
erty was the demand for constitutional or statutory 
limitations in the form of a fixed percentage of the 
aggregate assessed valuation of taxable property. 
The results of these tax limitations have been varied 
and unfortunate. In Dallas, for example, the city 
found it necessary to increase water rents and levy a 
special sanitary sewer tax. The new revenues being 
inadequate, the city found it necessary to issue bonds 
with exceptionally long maturities, because the limi- 
tation applies also to debt service. In some states, 
municipalities are so restricted by the tax limits that 
they are providing education or other necessary serv- 
ices in a very unsatisfactory manner. A fairly general 
result has been to shift the burden to other forms of 
taxation. Some years ago the chairman of the Na- 
tional Association of Real Estate Boards, who led the 
movement for tax limitation in Ohio said “we used 
only simple slogans such as ‘save our homes,’ ‘fair 
taxes for real estate.’ We kept our hands 
off any suggestion for new taxes. As such we avoided 
antagonizing any groups that would be hurt by a sales 
tax or an income tax I will agree that that 
is not the enlightened way to look upon the problem 
of solving our tax mess.”*® One result in Ohio, and 










*C. H. Chatters in an article on ‘‘Municipal Finance,’’ Chap. I. 
in What the Depression Has Done to the Cities, issued by the Inter- 
national City Managers’ Ass’n, 1935. 

7A. M. Hillhouse, ‘‘Sources of Municipal Revenue,’’ 
Finance, Nov., 1935. 

8 National Municipal Review, Nov., 1935. 
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some other states, was the imposition of a sales tax. 
It has been reliably computed that the payment of a 
sales tax costs the small home owner of modest in- 
come much more than he can save by reduction in 
the real property tax. 


In some states, the homestead tax exemption be- 
came popular. The benefit has been more apparent 
than real, because in some cities the resulting increase 
in the tax rate has been such that owners of small 
homes of moderate cost have paid more in taxes than 
they did before. 


It may be noted in passing that one form of the real 
property tax on which municipalities heavily relied 
prior to the depression produced unfortunate results 
during that period. This was the special assessment 
imposed on lands specially benefited by an improve- 
ment, in lieu of a general tax on the entire municipality. 
In large areas such special assessments proved to be 
much more difficult to collect than were the general 
taxes. Where the bonds issued against such assess- 
ments were also general obligations, these bonds had’ 
to go into the general budget and if maturing in ex- 
cessive amounts caused numerous defaults. In states 
where the bonds issued against such assessments 
were not general obligations, defaults were very 
numerous and many of them still exist. 


A noticable result of the pressure on the general 
property tax is the increasing willingness of a portion 
of the public to pay service charges for the use of 
highways, bridges, parking spaces, recreation facili- 
ties and even for the use of sewers. State and local 
governments are turning again to the charging of 
rents and tolls and are issuing special revenue bonds 
payable solely from such charges. It may bea healthy 
sign, because the people who use these ultra modern 
and expensive facilities should pay for them and be- 
cause the mere necessity of keeping expenditures 
within the revenues may lead to greater efficiency in 
operation. A noticeable recent tendency, because of 
the attractiveness of the lower interest rate, is the 
issuance of general obligation bonds payable in the 
first instance or additionally supported, by such spe- 
cial revenues. 


An even more noticable result of experience during 
the depression has been the focusing of the attention 
of investors, of taxpayers and of lawyers particularly, 
on the procedure for the assessment, levy and collec- 
tion of taxes on real property. Much effort is being 
given to such study and revision, with the object 
of a more equitable distribution of the tax burden 
and the development of a less cumbersome, less ex- 
pensive and more efficient procedure. For four years, 
the Section of Municipal Law, of the American Bar 
Association, in conjunction with other groups, has 


—— 


®°“Only 6.2 per cent of the total revenues of the forty-eight states 
was obtained from general and selective property taxes in 1937, 
compared with 14.9 per cent in 1932. In only three states (Cali- 
fornia, Minnesota, and Pennsylvania) did the collections from taxes 
on the assessed value of property yield a larger proportion of the 
State revenues in 1937 than in 1932.’’ From ‘‘State Revenues from 
General and Selective Property Taxes for 1937 and Selected Prior 
— Department of Commerce, Bureau of the Census, Wash- 
ngton. 
States 
” No property tax levies 
Personal property only (clearly indicated) 


TAXES COLLECTED BY OR IN AID OF MUNICIPALITIES 635 


given some attention to these problems and bespeaks 
the interest of the new Section on Taxation. 


Because of the need of local governments for addi- 
tional revenue, the states have increasingly, during 
the last fifteen years, been withdrawing from the field 
of the general property tax and turning to other 
sources of revenue for state purposes.® A major result 
of the depression has been to intensify this movement. 
Dissatisfaction with the old personal property tax as 
an important source of revenue has much increased. 
On the subject of state collected real and personal 
property taxes, it is difficult to make a brief statement 
which is at all accurate. Most of the states do not 
clearly segregate revenue from real and personal prop- 
erty and many do not show clearly in their reports 
a segregation of taxes collected exclusively for state 
purposes. There is also much difficulty of classifica- 
tion of taxes; the Bureau of the Census is now work- 
ing on a re-classification for the next decennial census 
and the new Section on Taxation can render a public 
service by aiding the Bureau with authoritative ad- 
vice. From all data presently available it is safe to 
say that at least twelve states now have no tax on 
personal property for state purposes and that only 
twenty-three states now receive more than ten per- 
cent of their revenues from general property taxes. 
A few of this group, moreover, use none of the rev- 
enue for general state purposes, but maintain the tax 
exclusively for debt purposes or collect it on railroads 
and public utilities as a matter of convenience and 
turn the proceeds back to local units.'° 


Inadequacy of the General Property Tax 


In the field of municipal finance, as a result of 
depression experience, the conclusion as to which there 
seems to be the least disagreement is that the general 
property tax has been found, by and large, to be 
seriously inadequate for the needs of local government. 


For the moment, of course, the most striking in- 
stance of the need of other funds is unemployment 
relief. This is a heavy burden which the municipalities 
must and are willing to carry, because if all else fails, 
they are the units of government which must some- 
how provide for the welfare of their inhabitants. The 
costs of relief are too great to be met with the prop- 
erty tax, and further borrowing by municipalities for 
this purpose is condemned by both taxpayers and 
investors. Other revenues must be found. 


Reduction of Cost of Local Government 


It is often asked why the cost of local government 
cannot be decreased. This is a pertinent and pressing 
question. The problem, unhappily, has no simple 


States—continued 
Property supplying not more than 5% of tax revenue * 
Property supplying over 5% of tax revenue 
Property supplying not more than 10% of tax revenue **... 
Property supplying over 10% of tax revenue 


* Includes states having no levies, one which has personal only, 
and others, such as New York. 


** Includes states under asterisk (*) above and nine others. Does 
not include Pennsylvania, where ratio is above 10%, but all from 
personal; the two other exclusively personal property states have 
been included in the 25, and one, as already noted, in the 16. 
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solution. In many municipalities, one-half to three 
quarters of the annual budget is devoted to debt 
service and other mandatory items, or fixed charges, 
which cannot be presently reduced. Much can be 
gained by a revision of the laws to establish simpler 
and more effective procedures and better forms of 
government and to provide more effective controls 
over the incurring of debt, and over the use of special 
assessments. Modern legislation, aided by the educa- 
tion of public officers, can establish better techniques 
of accounting, budgeting, auditing and financial re- 
porting. Much can be gained by better planning of 
public expenditures. The more substantial economies 
which some demand, can be attained, if at all, only 
over a period of years, by education of the voting 
public. The great expansion of public services in 
municipalities has been due to the public demand for 
better popular education, for welfare services which 
were formerly left to private charity, for better roads, 
recreational facilities and numerous public services 
which the voter formerly obtained only by private 
contract, or did without. Even in the depths of the 
depression, when taxpayers were clamoring for reduc- 
tion of taxation, attempts to reduce or eliminate mu- 
nicipal services were met with storms of protest. 
There are undoubtedly many small local units 
and too many overlapping tax-levying and debt- 
incurring local governments. In time, substantial 
economies could be effected by fundamental changes, 
but a long period of years will be required to effect 
such a general reorganization. 


too 


State and Federal Revenues 
Shared with Municipalities 


Municipal fiscal legislation should be greatly im 
proved, better methods and structures should be 
devised and adopted. Economies should be effected 
but such economies cannot universally solve the 
problem in this generation. The general property tax 
has been found to be inadequate. Except in a few 
large cities, other forms of taxation, capable of produc- 
ing substantial amounts of revenue, cannot be utilized by 
municipalities, although in some instances municipalities, 
under pressure for additional revenue, are attempting 
to levy personal property taxes on intangible prop- 
erty of corporations having merely a registered office 
in the municipality, but with a business situs in an- 
other state. Ina scientific, integrated system of taxation, 
insofar as may be possible, taxes on real property 
should be reserved to local governments, taxes on 
personal property should be replaced by other taxes, 
and other forms of taxation should be levied and col- 
lected by the state in aid of municipalities or for the 
state’s own use. The strong pressure for increased 
state aid to local units has been notably effective and 
the amount of such aid has grown tremendously dur- 
ing the past decade. In general, it falls into two 
broad classifications—grants-in-aid for specific pur- 
poses, usually subject to fairly strict state control as 








' An outstanding example was the recent two-year study of New 
York State Regents Inquiry into the Character and Cost of Educa- 
tion, notably the volume on ‘‘State Aid and School Costs."’ 

2 Most of this work was done by the several temporary relief 
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to. expenditure; and_ state-collected locally-shared 
taxes, in which the local unit receives fixed shares in 
the vield of a specific revenue. : 

The two types of state aid to local units are well 
illustrated by New York State, referred to above. 
The $175,896,998 allocated through the state budget 
from general revenues included appropriations for 
education, health, highways and social welfare. The 
total, it may be noted, was 227 per cent of the 
$77,245,204 representing grants from appropriations 
ten years ago. The additional $78,161,137 turned 
back to local units, as state imposed and collected 
taxes locally-shared, represented parts of the taxes on 
motor vehicles, gasoline, income, franchises, banks, 
and alcoholic beverages. The major part of this rev- 
enue is turned over to local units for their general 
funds, with no restrictions as to use. 

Other states operate somewhat similarly. The most 
usual purposes of grants-in-aid are education, welfare 
and highways; the most usual state-collected taxes 
shared are gasoline, income, sales, utility and alcoholic 
beverage. To date, the taxes selected and the formulae 
for their distribution, and also the apportionment of 
state grants-in-aid, have been frequently the ill-con 
sidered products of political pressure. There seems to 
be widespread recognition, however, of the weakness 
of this system and several states are studying the 
problem of devising a satisfactory basis for their direct 
financial contribution to local units. The federal 
government has been concerned with formulae for 
distributing its aid to the states and its recent studies 
have been useful in the search for sound local pro- 
cedures.'* One cannot be too sanguine about the 
derivation of sound formulae, much less their adop- 
tion, but it is encouraging that effort is being made 
to substitute science for politics. In formulating 
policies, the basis of distribution is no more important 
than the extent of control over expenditure. History 
shows, over a long period, that the government which 
collects the revenues will come to control their 
expenditure. 

It is apparent that local revenue systems, though 
still dependent very largely on a single source of 
revenue, are becoming more closely related to the 
broader field of state taxation. State revenues, in 
turn, are closely related, through grants-in-aid and 
possibly conflicting taxation, to federal taxes. 

A genuinely integrated tax system, therefore, giv- 
ing due attention to local needs, demands the atten- 
tion of all persons | interested in maintaining our system 
of government. By taking thought in the distribution 
of federal and state revenues, extravagance and the 
destruction of the independence of our local govern- 
ments can be avoided, and on the other hand, a more 
equitable distribution of the tax burden can be ac- 
complished and, using the distribution of revenues 
to encourage more efficient processes, substantial im- 
provements in local government can be affected. 





agencies, and not published, but the Federal ‘Aid to Education stud) 
released not long ago, and ‘‘Fiscal Capacity of the States,’’ which 
became available in 1937, 
Department has further studies in progress. 


are definite contributions. The Treasur) 





The Use by State Authorities of Federal 
Income Tax Returns 


DIXWELL L. PIERCE* 


WO BASIC problems confront tax assessors. 

The first is the ascertainment of the identity of 

those who are liable for taxes; the second is the 
determination of the extent of that liability. 


One of the pleasant fictions of the law is that those 
on whom taxes are imposed will seek out the assessor 
and divulge to him all facts necessary to enable him 
to make an accurate assessment. Unfortunately, as 
Parliament was reminded by Burke more than one 
hundred and sixty years ago, “fiction lags after truth, 
invention is unfruitful.” 


Those experienced in tax administration have found 
that, with reasonable encouragement or fair treat- 
ment, the average taxpayer will codperate with them. 
There are always others, however, who respond only 
under compulsion and whose tax returns must be 
verified from independent sources. In fairness to the 
taxpayerg who do cooperate, tax administrators must 
seek out those who do not and must determine what 
their assessment should be. 


Secretary, California State Board of Equalization. 


Thus, it is natural that state tax authorities should 
evince interest in federal income tax returns as sources 
of information pertaining to the taxes which they 
administer. The extent of the usefulness of these 
returns for this purpose varies according to the kind 
of tax concerning which the inquiry is undertaken. 

State taxes may be divided broadly into three major 
types: (1) property taxes, (2) excise taxes, and (3) 
income taxes. Each of these types has administrative 
problems peculiar to it, but in each of them the ad- 
ministrator encounters the common difficulties of as- 
certaining the identity of those subject to the tax and 
of determining the extent of the liability. 


In the property tax field, registration of land titles 
prevalent throughout the United States has made it 
relatively easy for assessors to locate all land and to 
determine to whom it should be assessed. Nor do 
improvements readily escape notice. By availing 
themselves of data furnished from building permits 
and by actual physical inspection of the property, tax 
administrators are usually able to keep reasonably 
well informed concerning improvements erected upon 
the land. Accerdingly, while real property tax ad- 
ministration is by no means free from difficulty, the 
assessors are usually in a position to identify the 
owner and to secure data on which a fair assessment 
may be predicated. Consequently, the use of federal 
income tax returns would seem to have little practical 
significance in this field of local taxation. 

Tangible personalty is not so easily located and its 
assessment involves problems which frequently prove 
baffling to the assessors. It is doubtful, though, if 
resort to federal income tax returns would assist 
materially in the solution of these problems. On 
occasion taxpayers may claim unprofitable operations 
as a basis for lower assessments of tangible property 
and assessors might find help in verifying these asser- 
tions by resorting to federal income tax returns, but 
such instances seem to be relatively rare. 


Access to Federal Income Tax Returns 
of Value to Assessors 


With respect to taxation of intangible personalty, 
however, access to federal income tax returns should 
be of definite value to the assessor in fulfilling his 
obligation to assess equitably all property within his 


jurisdiction. Stocks, bonds, notes, credits and the 
like are held in such ways that ordinarily their ownership 
may be concealed from the assessor with relative ease. 

Unfortunately, the sense of civic duty is not suf- 
ficiently strong in the breast of the average citizen to 
impel him to declare for taxation that which may be 
easily concealed. Highly inequitable tax treatment 
results for the hapless security owner who frankly 
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discloses his assets or who may, because of circum- 
stances beyond his control, be compelled to do so. 

An example of such involuntary disclosure is found 
in probate proceedings. There the administrator or 
executor is compelled to list in the records of the 
court all property held by the decedent and the as- 
sessor. may determine readily the ownership of in- 
tangibles which would otherwise escape his notice. 
If the decedent were the person brought to account, 
the result might not be distressing, but all too fre- 
quently his widow or minor children are the real 
taxpayers. They pay substantial property levies on 
securities or credits which ordinarily are not declared 
for assessment and which escape taxation in the hands 
of many other security holders who are better able to 
pay such levies than are widows and orphans. 


There should be general approval of any reasonable 
procedure which would tend to eliminate from tax 
administration inequities of this kind. In those states 
where, at least in theory, intangibles are taxed at the 
same rate as real property, the situation is particularly 
aggravated. Twelve states are in this category. They 
are scattered through the Union and include such 
metropolitan areas as are found in Illinois and Missouri. 
Scant comfort may be had from the circumstance that 
the law is generally disregarded in its application to 
intangibles. The unfairness of imposing the tax in 
those instances where the law is observed is all the 
more flagrant. Nor is it any answer to point out that 
if the law were enforced it would amount to practical 
confiscation of the property. 


For instance, assuming a $1,000 bond has that mar- 
ket value and yields $40 annually, its assessment at 
that value and the application of a tax rate of 45 mills 
would be ruinous. Even assuming that the assessor 
would indulge in undervaluation to the extent of 50%, 
which seems common practice, the bond would be 
taxed for $22.50, taking more than half of its earning 
capacity. 

If the results which would follow from general en- 
forcement of the law respecting the taxation of in- 
tangibles in such states are so inequitable as to 
discourage its enforcement, there can be no justifica- 
tion for the occasional instance when, through an 
excess of candor or circumstances beyond the control 
of the security owner, the facts are brought to the 
attention of the assessor in such a way that he can- 
not ignore them. 

Twenty-one states and the District of Columbia 
have attempted to correct the situation by providing 
for special low taxes on intangibles. This is accomplished 
through classification by which such property is as- 
sessed at a relatively small percentage of value or 
through application of millage taxes, ranging from 
one to six mills, to the full value of the property. 
Under either method the resultant tax is generally 
much less than it would have been if the levy had 
been on the same basis as on real property and is not 
sufficiently burdensome to warrant the security owner 
in hiding his holdings from the assessor. 

Taxpayers, like other human beings, are, however, 
to a large extent, creatures of habit. They have 
habitually omitted to declare securities for taxation 
during the long period when the result would have 
been practical confiscation, and, having formed that 
habit, do not incline toward making such disclosures 
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now, even though no valid objection could be made 
to the resultant tax burden. Thus, for the most part, 
the benefits achieved from the more favorable treat- 
ment of intangibles have been disappointing. The 
law is still to a large extent disregarded. 

Influenced by these considerations, many assessors, 
and state tax commissioners, as well as organizations 
interested in efficient public administration, pointed 
out to the Congress that property tax administration 
would be greatly strengthened if local assessing offices 
were given the privilege of inspecting federal income 
tax returns.’ In response to these representations, 
Senator Costigan of Colorado offered an amendment 
to the federal laws which became subsection (b) of 
section 55 of the Revenue Act of 1936,? and is popularly 
referred to as the Costigan Amendment. Unhappily, 
the objectives of this legislation have not been realized. 
Numerous factors are responsible for the unsatisfactory 
result. Chief among these has been an interpretation 
of the law by the Treasury Department whereby local 


tax officials are precluded from examining the income 
returns. 


The Costigan Amendment 


The Act provides that the returns “shall be open 
to inspection by any official, body, or commission law- 
fully charged with the administration of any State 
tax law, if the nai is for the purpose of such 
administration 

Inasmuch as local assessors are in fact engaged in 
the administration of state tax laws (since political 
subdivisions of states do not have independent 
sovereignty), it would have seemed reasonable to 
conclude that this language was broad enough to 
include them: A narrower construction was given 
to the act, however, and the Treasury has ruled that 
only state tax officers may examine the returns. The 
Treasury has also ruled that the representative 
designated for the purpose of making such examina- 
tion must be a state employee and that a local assessor 
or his deputy may not be the representative of the 
state officer or commission. 

Administration of property taxes is generally com- 
mitted to local assessors. In thirty-one of the thirty- 
three states where some attempt is made to assess 
intangibles for property tax purposes, local officials 
have the primary responsibility for the work. Obviously, 
the Treasury Department rulings are serious obstacles 
to effective action in carrying out the objectives oi 
the Costigan Amendment. 

It must be recognized, of course, that untoward 
consequences would flow from w holesale scrutiny of 
federal income tax returns by irresponsible persons 
and that the Treasury must take every reasonab!e 
precaution to see that this does not occur. On the 
other hand, it is equally clear that property taxes are 
imposed under state laws throughout the Union, even 
though they may be administered by local officials and 
the proceeds used for the support of various political 
subdivisions of the states. If an official holds his 
position as a tax assessor under the law of any state. 
it would seem an unduly strict interpretation of the 
law that would exclude him from the category of an 


1See Noonan, ‘‘The Costigan Amendment,’’ Bulletin No. 18, Nu 
tional Association of Assessing Officers. 

* Reénacted as section 55(b) of the Revenue Act of 1938 and sec 
tion 55(b) of the Internal Revenue Code. 
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official 
any state tax law.” 

Further difficulty has been experienced as a result 
of the Treasury Department’s ruling as to when the 


“lawfully charged with the administration of 


returns shall be available for inspection. State tax 
laws commonly call for the assessment of property 
in the early part of the calendar year. The require- 
ments in California that property be assessed as of 
the first Monday of March and that the assessor com- 
plete his work by the first Monday in July are typical. 
Unless the time for filing has been extended through 
appropriate action, income tax returns are due by 
March 15, and it would seem reasonable to anticipate 
that the green copies filed in compliance with Treas- 
ury Department regulations pursuant to the Costigan 
\mendment should be available for inspection in con- 
nection with state tax laws shortly thereafter. 

It must be realized that a certain amount of time 
is required for filing the returns and that the Collec- 
tor’s offices are congested in March of each year. 
Doubtless, in recognition of these factors, the Costigan 
\mendment has provided that “the inspection shall 
be made in such manner, and at such times and places, 
as shall be prescribed by regulations made by the 
Commissioner with the approval of the Secretary.” 
The regulation on the subject specifies that “within a 
reasonable time after the returns are filed, the copies 
thereof (including photostats and photographs), un- 
der such procedure as may be prescribed by the Com- 
missioner, shall be made available for inspection in 
the office of the Collector of Internal Reve- 
nue in which the returns are filed.”* The  — 
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Although the statute‘ requires the Treasury to. 
keep copies of income tax returns on file for at least 
two years, it will be noted that the regulations of the 
Department provide that inspection of the copies shall 
not be permitted after one year from the date on which 
the Commissioner notifies the Governors of the states 
that the copies are available.* Again, this seems to 
be an unnecessarily stringent regulation. 

In proper cases assessors may desire information 
as to returns which have been available for inspection 
for something more than a year inasmuch as state tax 
laws frequently provide for deferred assessment of 
concealed or undeclared property. Since the primary 
object of having the copies on file in the offices of the 
Collectors is to make them available for inspection 
of those charged with the administration of state tax 
laws, it would seem only reasonable that access to the 
copies should be allowed for as long a period as the 
Collector is required by law to keep the documents 
on file in his office. Actually, there appears to be no 
sufficient reason why access should be denied so long 
as the copies are available. 

In view of the difficulties which have been men- 
tioned, it is perhaps not a matter of surprise that 
property tax assessors throughout the country have 
thus far made comparatively little use of federal in- 
come tax returns. Whether such use will ever become 
extensive is a matter for conjecture. As already indi- 
cated, any substantial usefulness of income tax returns 
would seem to be limited to the assessment of in- 








same regulation provides that “the Gover- 
nors of the respective states shall be noti- 
fied by the Commissioner of the time the 
copies of the returns are available for in- 
spection and inspection thereof shall not be 
permitted after one year from such date.” 

It has not been the practice for the Com- 
missioner to notify the Governors that the 
returns are available for inspection until 
September or later. By that time, current 
returns have lost their usefulness to the as- 
sessors who have been confronted with the 
necessity of closing their tax rolls two or 
three months earlier. With due regard for 
the convenience of the Treasury Depart- 
ment, it would not seem unreasonable to 
suggest that the copies of the returns could 


“ . =— 
( he use which state tax officials 


make of federal income tax returns and the use which federal 
tax officials make of state tax returns constitute but one phase 
of the larger subject of the relationship between state and fed- 
eral authorities who are engaged in tax administration. If data 
which the taxpayers report to the Federal Government are of 
such value to the States and vice versa, it may well be that this 
points to the ultimate development of means for simplifying 
the number and character of the reports required, to the end 
that taxpayers may be relieved from the constantly increasing 
demands for complicated returns to numerous agencies.” 





he made available at least by May 15, which 9 =9===>== 





would be two months after the normal filing 
(late. This would give the assessors some opportunity 
to make current use of the data contained in the returns. 
The suggestion seems particularly pertinent in view 
of the fact that the primary object of making the 
green copies and retaining them in the several offices 
of the Collector is to make them available for the pur- 
poses of inspection by officials charged with the ad- 
ministration of state tax laws. In the field of property 
taxation, if these officials are to be denied access to the 
returns until six months or more have elapsed after 
they have been filed and if this delay means that 
meanwhile the current assessment period will have 
closed, the effectiveness of the Costigan Amendment 
in achieving its purpose is open to serious question. 


*Reg. 101, Art. 55(b)-3. 





tangibles and there has been a growing tendency 

throughout the Union to abandon the taxation of in- 
tangible personalty, such as stocks, bonds and credits, 
on an ad valorem basis. 

To some extent this development in the tax law has 
been retarded by the complications arising out of the 
interpretation placed upon the phrase “competing 
moneyed capital” found in Section 5219, United States 
Revised Statutes, pertaining to the taxation of national 
banking associations. States which had attempted to 
encourage declaration of intangibles for taxation and 
to eliminate the confiscatory tendencies resulting from 
their taxation on the same basis as real property 


‘T. R. C., Section 54(d). 
* Reg. 101, Art. 55(b)-3. 
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found to their dismay that the national banks could 
successfully challenge taxes on bank shares (in lieu 
of any taxation of the personal property of the banks) 
on the ground that there was discrimination in favor 
of “competing moneyed capital” within the meaning 
of the federal statute. 

Notwithstanding this complication, the trend 1s 
definitely toward exemption of intangible personalty 
from the general property tax and the imposition of 
state income taxes which entirely replace the taxation 
of intangibles on an ad valorem basis. The objective 
student of taxation may well view this development 
with approval. 


At best, the wisdom of taxing intangibles, such as 
stocks, bonds and credits, on a property tax basis is 
subject to serious question. This type of property is 
of no intrinsic value and in general derives its worth 
from the interest which it represents in other prop- 
erty already taxed. Many states recognize this by 
exempting f from taxation the stock and bonds of cor- 
porations whose properties are within their jurisdic- 
tion, taxing only the securities of corporations whose 
property is located elsewhere. The fact remains, how- 
ever, that the property of the latter corporations is 
taxed where it is located and, accordingly, there is a 
duplicate burden. 

That there is genuine cause for concern with re- 
spect to multiple taxation is demonstrated by recent 
decisions of the United States Supreme Court in the 
cases of Curry v. McCanless*® and Graves v. Elliott.’ 
In view of these complications we may well anticipate 
that there will be no extension of ad valorem taxation 
of intangibles but rather that the states, in recognition 
of the inevitable reaction of taxpayers, will continue 
the process of substituting income taxes for the prop- 
erty tax levies on such holdings. 


Results under the Costigan Amendment 


Although the results under the Costigan Amend- 
ment have been largely negative so far as property 
taxes are concerned, the provision for access to fed- 
eral income tax returns has been of positive advantage 
to administrators of state excise and income taxes. 

The experience of the California State Board of 
Equalization in administering the retail sales tax act ° 
may be fairly typical of the use made of federal income 
tax returns in the state excise tax field. We have 
found access to copies of these returns particularly 
helpful in cases in which fraud is suspected. Many 
of the smaller retailers who profess that they have 
not maintained records of their transactions for exami- 
nation by our auditors have, nevertheless, filed what 
appear to be accurate federal income tax returns show- 
ing sales in excess of the amounts reported to the 
Board on sales tax returns. For some unknown rea- 
son, these individuals apparently believe that it is a 
more serious matter to make false reports to the 
Federal Government than to the state. 

Another possible explanation, and one which is 
perhaps more plausible, is that often there is no 
incentive to understate gross income on federal in- 
come tax returns since expenses and deductions may 


® (May 29, 1939) 83 Law. Ed. Adv. Op. 867. 
7 (May 29, 1939) 83 Law Ed. Adv. Op. 880. 
‘Cal. Stats. 1933, p. 2599, as amended. 





November, 1939 





be sufficient to result in no net taxable income. Inas- 
much as the state excise tax is based upon gross 
receipts from sales of tangible personal property at 
retail, expenses and deductions play no part in the 
ascertainment of tax liability and do not serve as 
useful a purpose as in the instance of the federal 
income tax. 


In actual practice, we have predicated numerous 
additional assessments upon data obtained from our 
inspection of copies of federal income tax returns, 
Taxpayers and their representatives, when notified of 
these assessments, have often objected strenuously 
to the additional levies, but when advised that the 
figures are the same as shown in federal income tax 
returns, have withdrawn these objections with re- 
markable alacrity. The cooperation of the Treasury 
Department in making these data available for the 
purposes of our sales tax audits has been of material 
assistance, but here again the one year period oi 
limitation upon inspection of the copies of the returns 
has been unduly restrictive. Frequently it is not 
feasible to audit retailers as often as once a year and 
the practical effect of the limitation has been to deny 
us the advantage of access to income tax returns in 
many cases where examination of the returns woul( 
have been most helpful. 


Use of Returns by State Income Tax Officers 


The privilege of inspecting federal income tax re- 
turns is of greatest usefulness to state tax authorities 
in the income tax field. Again referring to expericnce 
in California as fairly typical, the Franchise Tax Com- 
missioner has been afforded excellent codperation by 
the Treasury Department in carrying out the pur- 
poses of the Costigan Amendment. His office is charged 
with the administration of our bank and corporation 
franchise tax measured by net income, as well as of 
the personal income tax. Shortly after the effective 
date of the Amendment arrangements were made for 
photographing all federal income tax returns filed in 
California for the income year 1935, both by corpora- 
tions and individuals, whenever these returns dis- 
closed sufficient income to give rise to tax liability. 
So-called “no tax” returns, that is, those disclosing 
net income less than the exemptions allowed, were 
not photographed. 

A comparison of the photographic copies with the 
returns on file in the office of the Franchise Tax Com- 
missioner disclosed numerous instances in which fed- 
eral returns had been filed but no returns had been 
made to the state. It also disclosed a number of in- 
stances in which larger incomes had been reported for 
federal purposes than for state purposes. In general, 
these discrepancies seemed to have occurred more 
frequently in individual returns than in corporate re- 
turns, but even with respect to the latter the addi- 


tional tax resulting from the comparison has been 
substantial. 


While the use of the federal income tax returns in 
the excise tax field is merely supplemental to a pro- 
gram of field audits conducted by the state itself, in 
the income tax field the comparison with data sub- 
mitted to the Federal Government has been a principal 
method of securing independent verification of the 
(Continued on page 666) 





What's Going on in the Chief Counsel’s Office 


By JOHN P. WENCHEL* 


think in terms of the practical aspects of the work 
in the Chief Counsel’s office in which you might 
be interested. 

Last year I spoke to you about “the Treasury’s new 
powers as to closing agreements.””' Prior to the amend- 
ment of the law the Commissioner was authorized to 
enter into closing agreements only in respect of a 
taxable period ‘ ‘ending prior to the ‘date of the agree- 
ment.” As pointed cut in my remarks last year, it 
was the apparent purpose of Section 801 of the Reve- 
nue Act of 1938, by striking out the words “ending 
prior to the date of the agreement,” to make possible 
closing agreements concerning future tax liability as 
well as past. Operating under this construction of 
the statute, the Commissioner has entered into ap- 
proximately one thousand closing agreements which 
have been approved by the Secretary, involving 
future tax liabilities. Much of human interest may be 
found in considering agreements or proposed agree- 
ments of this kind. For instance, there was the case 
of the taxpayer whose compensation arrangement was 
such as to give him, upon the happening of a stated 
event, an option to receive a specific number of shares 
of stock, or in lieu thereof the appraised value of the 
same shares. Query: Should he take stock or cash? 
He preferred to take the stock in satisfaction of the 
obligation to him. The stock had a limited market, 
but a definite earning power and a favorable future 
outlook. One factor, aside from the potentialities of 
the stock, contributing to the taxpayer's desire to take 
the stock in lieu of cash, was the avoidance by him of 
possible litigation with the payor concerning the value 
of the stock as of the time it was receivable. On 
the other hand, if he accepted the stock in full satis- 
faction of the compensation due him he would be 
without cash with which to liquidate a large income 
tax liability. This, in brief, was the problem which 
the Chief Counsel’s office was called upon to consider 
and answer. 


I ARRANGING my remarks, I have tried to 


Handling Closing Agreements 


A word as to the mechanics employed in handling 
proposed prospective closing agreements may be of 
interest on the practical side. 

In anticipation of the filing of a large number of 

applications for closing agreements concerning pros- 
pective transactions, committees were set up in the 
office of the Commissioner and in the office of the 
Chief Counsel, before any substantial number of ap- 
plications had in fact been filed. The purpose of 
this arrangement was to facilitate and expedite the 
final disposition of applications. These two commit- 
tees work together, telescoping, as we call it, so that 
a applications have been acted upon with dispatch. As 


Chief Counsel, Bureau of Internal Revenue. 
16 Tax Magazine 651 (November, 1938). 


a result of this forehanded- 
ness, if I may term it that, 
the work from the practical 
operating standpoint may 
be termed current. 
The handling of claims 
for refund is always a mat- 
ter of live interest. Some- 
time ago, a revised working 
arrangement was effected 
between the office of the 
Commissioner and the office 
of the Chief Counsel look- 
ing to greater dispatch in 
handling claims for refund. 
The personnel charged with 
that work in the Chief Coun- 
sel’s office has been aug- 
mented with due regard to 
the experience and judgment 
so essential to an accelerated 
movement of claims. I may 
say that the several steps 
which have been taken to 
remove any just complaint concerning the time or 
manner of disposing of such claims is in accord with 
the attitude of the Secretary and of the General Coun- 
sel. I do not know of any other phase of the work 
in the Chief Counsel’s office which is being given 
more emphasis at this time than the proper handling 
of claims for refund. 


Effect of New Rules of Civil Procedure 


The new Federal Rules of Civil Procedure have 
brought about accelerated actions in the office of the 
Chief Counsel, as elsewhere, in the litigative process. 
The new rules required a restatement of interdepart- 
ment procedure between the Department of Justice 
and the Treasury with respect to tax litigation. The 
common objective of the two Departments is avoid- 
ance of delays. Timing is stepped up, in the Chief 
Counsel’s office, to make available to the Department 
of Justice the material essential to answering suits 
against the Government and to the institution of suits 
on behalf of the Government. 

Progress is being made, we believe. For instance, 
on January 4, 1939, the Secretary approved Treasury 
Decision 4879. This Treasury Decision amended a 
regulation of long standing. The old regulation was 
the source of much litigation. The regulation con- 
cerned income derived by an employee who was per- 
mitted to buy stock of an employer corporation at less 
than its fair market value or of a stockholder who was 
permitted to acquire stock or property of a corpora- 
tion at less than its fair market value. The regulation 
as it originally stood required the inclusion in income 
of the difference between the purchase price and the 
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fair market value of the stock or other property, 
either as additional compensation or as a distribution 
of profits. The new Treasury Decision reduces the 
question to a simple fact problem, namely, whether 
the excess over cost was in fact additional compensa- 
tion or was, in fact, a distribution of profits. Before 
acquiescences could be announced in decisions of the 
Board of Tax Appeals in this regard, there had to be 
coérdination with cases in court and an amicable un- 
derstanding with the Department of Justice in respect 
of such cases. That having been attended to, the 
Chief Counsel’s office has acquiesced in a number of 
decisions of the Board of Tax Appeals along that line, 
including Geeseman v. Commissioner, 38 BTA 258. 
That problem ought not in the future cause difficulty 
from the legal standpoint. 

Another Treasury Decision recently approved by 
the Secretary is known as No. 4902, amending the 
estate tax regulations. The regulation prior to amend- 
ment by this Treasury Decision was sometimes re- 
ferred to as the “blockage rule.” It stated that the 
size of a holding of shares of stock was not a relevant 
factor in determining the value of stock at a given 
date. The regulation was objectionable to the courts 
and to the Board of Tax Appeals because it attempted 
to lay down a rule of evidence. The regulation as it 
now stands does not attempt to prescribe a rule of 
evidence for the courts or for the Board of Tax Ap- 
peals. It should facilitate the administrative disposi- 
tion of cases involving that point. A similar change 
has been made in the gift tax regulations. 

A large proportion of the personnel in the Chief 
Counsel’s office is engaged constantly in the work 
of interpretation. This includes a constant examina- 
tion of current Court and Board of Tax Appeals deci- 
sions for the purpose of detecting any principle which 
may be utilized in the formulation of rulings and regu- 
lations for the guidance of employees of the Bureau 
in administering the taxing statutes. 


Conflicting Decisions 


If a decision is rendered in a tax case in one juris- 
diction which is at variance with a position previously 
adopted by the Bureau the question invariably arises 
whether to accept it or to subject the problem to 
further litigation in other jurisdictions. I need not 
dwell upon the matter of conflicts in decisions, neither 
do I complain of them. The Chief Counsel’s office 
takes them as they come and attempts to determine 
a course which to it at the time seems sound. That 
is the way of any law office and the Chief Counsel’s 
office is not different in that regard. It is the earnest 
effort of the Chief Counsel’s office to reach the right 
conclusion upon the law—let the tax fall where it will. 
We know from experience that if the conclusion is not 
right further litigation will result. 

When a decision adverse to the Bureau arises in 
one jurisdiction it is incumbent upon the Chief Coun- 
sel to determine whether the Bureau shall litigate the 

same matter in another Circuit Court of Appeals in 
recognition of the fact that we have no control over 
what may happen in other jurisdictions. This situ- 
ation intensifies our effort to recognize and accept 
court or Board of Tax Appeals opinions when they 
are found to be sound, well reasoned, and likely un- 
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assailable in some other jurisdiction. To this end 
the Chief Counsel’s office is attempting to analyze 
and classify pending court cases with two principal 
objectives in mind, namely: (1) more accurate codrdi- 
nation of positions, not only with the several divi- 
sions of the Chief Counsel’s office, but in relation to 
the Department of Justice; and (2) definitive action 
looking to abandonment or modification of positions, 
that is, positions out of line with authoritative deci- 
sions of the courts or of the Board of Tax Appeals. 

What I have said is illustrated in the conflict now 
existing between the Circuit Courts of Appeals for 
the Ninth and Fifth Circuits, respectively, in //elver- 
ing v. Wilshire Oil Company, Inc., Bondini Petroleum 
Company, and Wilshire Annex Oil Company, certiorari 
granted April 13, 1939, and F. H. E. Oil Company v. 
Helz vering, certiorari granted May 1, 1939. 

The Chief Counsel’s office 1 is not more fortunately 
placed than is taxpayer’s counsel. Prior to the deci- 
sion of the Board of Tax Appeals in the gift tax case . 
Seymour H. Knox, 36 BTA 630, it was the practice 
the Bureau to allow, in the case of gifts in trust, one 
exclusion of $5,000 for each beneficiary donee of the 
trust. The Board of Tax Appeals held in the Knox 
case that one exclusion only was allowable in the 
case of a gift in trust without regard to the number 
of beneficiaries of the trust. The Chief Counsel’s 
office accepted the decision of the Board. Afterwards, 
the Circuit Court of Appeals for the First Circuit (Welch 
v. Davidson, 102 F. (2d) 100), held otherwise, and still 
later, the Circuit Court of Appeals for the Eighth 
Circuit (Robertson v. Nee, 39-2 ustc { 9585), held with 
the Board but afterwards reversed the Board. 

In any litigation, the Chief Counsel’s office is con- 
cerned primarily with principle—whether the issue 
be initiated from within or without. 

What goes on in the Chief Counsel’s office is, oi 
course, keyed quite closely to what goes on in the 
Supreme Court and in Congress. Following the deci- 
sion of the Supreme Court holding the Agricultural 
Adjustment Act unconstitutional (United States v. 
William AI. Butler et al., 297 U. S. 1), Congress en- 
acted Titles III and VII of the Revenue Act of 19306. 
Under Title III of the Revenue Act of 1936, the un- 
just enrichment attributable to this burden shifting 
is subject to a tax of 80 per centum. Congress left the 
way open for a disposition of these matters without 
litigation. To this end it enacted Section 505 of the 
1936 Act captioned “Closing Agreements.” The sub- 
stance of this section is to permit the Government and 
the taxpayer to compose their differences by an 
amicable agreement with respect to the taxes impose: by 
Title III and the refunds authorized by Title VII. 
I am pleased to record again that there has been 
definite progress in administration under this provt- 
sion of the law. 


Failure to File Social Security Tax Keturns 


At this time there is pending in the Chief Counsel's 
office the matter of failure on the part of a large 
number of individuals and corporations to file social 
security tax returns. I think I may say that, with 
negligible exception, failure to file these returns is 
not attributable to any desire on the part of tax- 
payers to disregard the law; nor is it attributable to 
(Continued on page 666) 
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Tax Clinic of the Committee on 
Federal Taxation, American 


Bar Association 
Open Forum Proceedings 
GEORGE M. MORRIS, Chairman 


HE FIRST session of the Tax Clinic convened 

in the Auditorium, Veterans’ Building, San 
Francisco, California, at ten-twenty o’clock, 
Tuesday, July 11, 1939, Mr. George M. Morris presiding. 


CHAIRMAN MORRIS: 


Because of a change in events in connection with the pro- 
gram of the main Association, we are going to shift our 
program a bit in that we are at this point going to discuss 
the organization of a Section of Taxation if and when one 
is created by the action of the House of Delegates. One may 
be created by the action of the House on Wednesday. On 
the other hand, it may not be created until Thursday. 

In the past we have observed that a great many of our 
people who come to these tax clinics leave as soon as the 
clinic is over and go about their other business; therefore it 
seemed wiser while we were all here to move ‘along a sort 
of hypothetical line; that is to say, if and when a Taxation 
Section is created by the order of the House of Delegates, 
what shall we do about it? 

There are two actions that are necessary in the creation 
of a Section. One is the creation of a set of by-laws which 
has to be approved by the Board of Governors, and the other 
is the creation of a set of officers. 

With respect to the by-laws, we have more or less uniform 
by-laws for all sections, with exceptions taken where they 
seem to be highly pertinent because of the function of a 
certain section. 

The by-laws are rather simple, and because of the existence 
of the uniform system there should be no great difficulty in 
getting a committee of our people just to pick out a set of 
these by-laws and state the jurisdiction of this Section. We 
probably would have to make some changes with the Board 
of Governors anyway after consultation. 

The other thing it is necessary to do is to nominate officers 
and a council. I think if we get the by-laws created and get 
a council serving, we will be on our way, and that the council 

can work out the problems after those people who do not 
want to stay here the rest of the week have left. 

Of course, this is all hypothetical. The House of Delegates 
may refuse to create a Section on Taxation, but I would 
like to know if anybody has any real objection to our group— 
because we are the people who are interested in this thing— 
setting up the framework of a section now. 

Is there any objection to that procedure? (There was 
none.) If there is no objection to that procedure, I suggest 
at this time we create a committee on by-laws to draft the 
by-laws to submit to us later in the day, and create a com- 
mittee on nominations to nominate members for a council 
and for officers of the sect‘on. 
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The Chair will be very glad to hear any suggestions that 
may be made with respect to either of those committees, or 
any other subject matter that we can get under way before 
we proceed to the pleasure of listening to our speakers. 


MR. WESTON VERNON, JR., of New York, New York: 


It seems to me that because of the situation we must 
proceed rather rapidly while the men are here, and I there- 
fore move that the Chair appoint a Committee on By-Laws 
and a Committee on Nominations. 


.. The motion was seconded by Mr. Arthur H. Kent... 


CHAIRMAN MORRIS: 


It is moved and seconded that the Chair appoint a Com- 
mittee on By-Laws and a Committee on Nominations, Is 
there any discussion of that motion? If not, all those in favor 
will please say “aye”; opposed. The ayes have it, and the 
motion is carried. 


I should think on the question of by-laws, we probably 
would do best to appoint the members of the existing com- 
mittee who are here. They have been giving some attention 
to it while we were working up on this thing, and the Chair 
will therefore appoint a committee consisting of Mr. Vernon, 
of New York, as Chairman—he is Secretary of the existing 
Committee—Mr. Godehn, of Chicago; Mr. Sutherland, of 
Atlanta, Georgia. Mr. Lecher, of Milwaukee, is due. I do 
not see him in the audience. We will have a Committee of 
three; that will be adequate. 


On the Nominating Committee, I think we will appoint 
Mr. Robert Miller, of Washington, the last retiring Chair- 
man of the Committee as Chairman of the Nominating Com- 
mittee; Mr. Arthur Diebert, of Los Angeles, and Mr. Edward 
Gluck, of New York. That will give us a committee of three 
in each case. 


It is suggested that those committees be ready to report 
this afternoon at approximately three-thirty or four o’clock, 
and we can at least set up a skeleton organization which 
will permit us to deal with the Board of Governors and get 
this job done while we are all in San Francisco. 


The general keys of the program are those subjects which 
deal with local and state taxation as related to federal taxa- 
tion, and we are Starting off here with Mr. Ralph W. Smith, 
of Los Angeles. 


Mr. Smith is quite a person in his own right. He made a 
considerable study of foreign tax systems as related to 
taxation in the United States. He was a law clerk of the 
Judiciary Committee of the United States Senate for a num- 
ber of years, and came out here to be the Chief Inheritance 
Tax Attorney for the State of California. 
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He has imbibed the spirit of California, because he was 
assigned the topic on which to speak as follows: “Co- 
ordination of Tax Systems.” That was his assignment. The 
topic he actually chose was “Live Longer and Die Cheaper 
in California.” Mr. Smith! (Applause) 

Mr. Ralph W. Smith read his prepared paper which 
appears at page 629, herein 


CITAIRMAN MORRIS: 


The Chair apologizes to the audience for interrupting Mer 
Smith, particularly with all this interesting attraction in the 
State of California. IT can see now why so many lawyers in 
Washington have come to California, and 1 will be surprised 
if the whole clinic does not settle here in view of the tax 
situation. 

We are borrowing from the Section on Municipal Law 
Mr. Austin J. Tobin, who will speak to us. At eleven-fifteen 
he is to reply—they having exchanged papers in advance— 
to Mr. Arthur Kent, our next speaker. Mr. Kent, as you 
know, is the former Legislative Counsel for the Treasury 
Department, and he has ideas upon the subject of this 
reciprocal taxation by State and Federal Governments of 
income from securities and also salaries. Mr. Kent is “pro,’ 
Mr. Tobin is “con.” We will hear Mr. Kent first. Mr. Kent! 
(Applause) 

Mr. Arthur H. Kent, of San Francisco, Califorma, 
read a paper on the subject of “Reciprocal Vaxation by 
Federal and State Governments of Salaries and Income from 
Securities Is a Sound Policy,’ which appears at page 625, 
herein 


CHAIRMAN MORRIS: 

Thank you, Mr, Kent! 

We will now hear from Mr. Austin Tobin, of New York. 
Mr. Tobin, in addition to his comment, brings some news 
with respect to this question. Mr. Tobin! (Applause) ~ 

... Mr. Austin Tobin read a paper on the subject of “I 
Do Not Think So,” reproduced at page 621, herein under 
the title “Federal Taxation of State and Local Bonds” 


CHAIRMAN MORRIS: 


From the manner in which he has been pulling upon the 
pre-luncheon cigar, I take it that Mr. Arthur Kent does not 
agree with all of these things that have just been said. Know- 
ing Mr. Kent and his explosive qualities, unless he is given 
an opportunity to sound off, we invite Mr. Kent to the 
platform. (Applause) 

MR. ARTHUR H. KENT: 

let me say right at the start that if I agreed with the very 
black and horrible picture that my distinguished adversary 
has presented to you, | would agree with his conclusions. 
But | think it is grossly exaggerated and that some of the 
positions, at least, that he has taken are untenable. 

Mr. Tobin places great reliance upon the continued re fer 
ence in recent decisions to bond immunity decisions, the fact 
that they have not been expressly disapproved. May I call 
to his attention the fact that in the Dravo case, the Supreme 
Court referred in substantially similar terms to Collector v. 
Day and other cases that established the immunity of public 
salaries from taxation. 

Yet, sce what has happened to those decisions. If 


; these 
gentlemen are as confident as Mr. Tobin’s manner here today 
would imply that this 


Act of Congress if enacted would be 
unconstitutional, | do not think they would put forth the 
desperate efforts that they have down in Washington. 

You know also there have been changes in our judicial pro- 
cedure. Mr. Tobin his referred to the time that it took to bring 
the Gerhardt case to a final conclusion. Let me call to his 
attention the Il’oodrough case, which was finally decided by 
the Supreme Court within a relatively short period after the 
suit was brought for a refund in the District Court of Neb- 
raska. Judicial procedure has been speeded a great deal. 

Now, if this statute is as clearly unconstitutional as he has 
asserted, a test case could be brought before the Supreme 
Court within a very short period, under our improved pro- 
cedure, after the statute became effective, and we would 
knew exactly where we stand. 

Mr. Tobin has referred to Professor Lutz’s 


yt ! s paper. May I 
say that if there is any one question—and there are not many 


—upon which an overwhelming majority of the economists 
and public finance students of the country have been in 
thorough-going agreement, it is the viciousness of the policy 
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of exemption of interest on public securities from tax. For 
every one who has taken the other position, there have been 
a dozen who favor its abolition in a sane and orderly manner, 


As a matter of fact, while I grant to any man the right 
to change his mind, it may be pointed out that Professor 
Lutz himself had in writings in previous years taken a posi- 
tion inconsistent with that he now supports. 


Mr. Berle’s statement is simply not true in whole. He 
alleged that a person who bought tax-exempt securities made 
his contribution to government indirectly through the lower 
interest rate which he received. That would be all very 
well if there was any necessary relation between his sacri- 
fice, in so far as the interest rate was concerned, and the 
amount of tax that he saved, but as Mr. Hanes well pointed 
out, there is no such relationship. The cost of the privilege is 
the same to all; the amount of tax saving involved is rela- 
tive to the income bracket into which the individual falls. 

Mr. Tobin has stated that some of the economists who 
appeared in support of the President’s proposal agree with 
Professor Lutz. That is true to some extent. Of course, 
there were points on which they were in agreement, but let 
me read an additional paragraph from Professor William- 
son’s statement, for instance, which was not included in the 
footnotes in Mr. Tobin's paper. 

It says, ‘Moreover, the studies mentioned are not up to 
date and do not preclude the statistical possibility that a 
change has occurred in the last three or four years’—t) at 
is, while the 1935 rates had been in effect—“and that there may 
actually exist a more definite trend to tax-exempt securities 
on the part of the wealthy at the present time. Dut even 
supposing the studies to be entirely accurate and to reflect 
present conditions, the obstacles are still serious. It arises 
from the fact that the holdings of individuals, though not a 
disproportionate part of the outstanding securities, nevertlic- 
less in absolute terms constitute a very large sum, indicatirg 
that many taxpayers do avail themselves of the tax-exempt 
privilege. Reenforcing this is the fact that the larger the 
investors, the higher according to the evidence the percentage 
of their fortunes held in tax exemption, demonstrating that 
the greater importance of tax-exempts to wealthy investors 
than to investors of limited means is well appreciated. Thus, 
though the statistics such as they are may minimize the 
loss of revenue from tax exemption, they do not disprove 
the proposition that tax exemption undermines the progres- 
sive feature of the income tax to a marked extent.’ 


Mr. Tobin has said that the recent cases reversing previous 
positions taken by the Court have proceeded upon the ground 
of the insubstantiality or the uncertainty of the burden. 1] 
have recognived in my statement the presence of a possible 
difference of degree there. 

Let me poirt out, however, that in the very brief which the 
government filed as amicus curiae in the Dravo case, the 
Solicitor General's office admitted, and the brief contained 
figures to that effect, that if the Supreme Court sustained 
the state gross receipts tax as applied to federal contractors 
with the Federal Government in that case as the Solicitor 
General was urging the Court to do, it would result in an 
increase in the cost of operation of the Federal Government 
of a good many millions of dollars. 


True, the statistics available were not complete, and it was im- 
possible to arrive at anything like an exact estimate of the 
amount of that burden, but it was recognized and admitted 
that it would amount to millions of dollars. 

Mr. Chief Justice Hughes in his opinion swept that asid¢ 
and said in effect that that fact was irrelevant. Where is thi 
line to be drawn? Is it to be drawn at twenty-five million 
dollars or fifty million dollars or one hundred million dol- 
lars? There is no rational basis for any such distinction. 

Mr. Tobin, I am sure, inadvertently made the statement 
one hundred and fifty vears of interpretation.” Jet m¢ 
point out that, after all, that is not playing true with the 
facts of history. The original decision which was the begin- 
ning of this doctrine was handed down in 1819. It was son 
years before it received its first application in a security cas¢, 
in Ileston v. Charleston. Of course, this is a matter of detail, 
but Mr. Tobin has criticized as fundamentally inconsistent 
with our constitutional system of government the idea that 
there is any lack of reciprocity in this immunity doctrine, 

Surely he has read the opinion of Chief Justice Marsha 
in McCullough v. Maryland. Practically everything the Treas- 
ury or the Department of Justice has said in that respect 
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is grounded upon the great opinion of the great Chief Justice 
in that case. The reciprocity correlative was a gloss which 
only came into the Constitution less than seventy years ago 
in the case of Collector v. Day, and then over the dissent of 
one of the ablest members of the Court. 

Just one point more, and I will close, because I do not 
want to take too much time. We could stay here indefi- 
nitely discussing a problem which has so many angles. I 
deny again that there is anything involved in this proposal 
or in an interpretation of the Sixteenth Amendment, strictly 
according to its terms, which would expose a state or local 
government to taxation of its tax receipts, for instance, as 
income. 

Mr. Tobin knows as well as I do that the language of the 
Sixteenth Amendment refers to the source of the income. 
It does not refer to the taxable status of the recipient of the 
income. He is asking you to accept as a necessary correlative 
to the interpretation which the Treasury and the Department 
of Justice have argued for, that the Sixteenth Amendment as 
so interpreted would mean the same as though it read, “from 
whatever source derived,’ or, “by whomever reccived.” 
There is no justification for reading any such gloss into the 
Sixteenth Amendment. 

lu the I]’o0o0drough case where that problem was involved un- 
der the reasoning in Evans v. Gore, the Supreme Court in 
overruling Miles v. Dravo did not cite these recent salary 
decisions or these other recent decisions as the ground for 
its action. Of course, if public employees in general were 
immune from taxation of their salaries, judges would enjoy 
the same immunity. 

What the Court did do was to overrule or disapprove the 
position the Supreme Court had previously taken, that be- 
cause of their peculiar position as judges, and because of 
the protection they derive from the constitutional prohibition 
against diminution of their salaries, they were exempt from 
a general non-discriminatory tax applied to their income in 
the same manner that it was applied to other income. 

The Court did not rely upon any such interpretation of the 
Sixteenth Amendment as Mr. Tobin has attributed to them. 

Now, if a case arises in which the Federal Government 
is attempting to assert its taxing power directly upon a state 
or municipal government—except to the extent, and let me 
emphasize that fact again, that such assertion may already 
be justified by the Court’s decision in 1905 in South Carolina 
v. United States—and subsequent decisions following it, 
I have no question whatever that the present Supreme Court 
would hold such an effort unconstitutional, and that the Court 
would not have committed itself by sustaining the legislation 
proposed by the President if it were enacted into law to up- 
hold any such more radical legislation. 

The problems involved, I insist, are different. In one case 
the increased burden on the state or municipality—and there 
will be some—would be due to incidence of the tax, i. e. shift 
ing of the economic burden. In the other case, it would be 
due to an application of the power of one government directly 
upon the other government as an entity and upon its opera- 
tions. My mind certainly can see an ample basis for distinc- 
tion in the two cases. 

Congress has never, even though under South Carolina v. 
United States they could do so, attempted to tax income 
derived by a state or local government from the operation 
of a publicly-owned utility, and by a ruling of the General 
Counsel of the Treasury Department that same position has 
been extended by interpretation of the statute, with which 
Congress is apparently in agreeemnt, to all income received 
as such into a public treasury. 


It would seem that the issuance of such a ruling would 
certainly be evidence contrary to Mr. Tobin’s parent impli- 
cation of a base plot in the Treasury Department against 
against state and local governments. 


The Delaware Bridge case I know something about. | 
know something about the Port of New York Authority case. 
The Treasury Department took the position that it did in 
those cases, because there seemed to be some ground for 
asserting that the operations of those bodies were at least 
in part proprietary in character, and therefore that South 
Carolina v. United States applied. 


Now, how can the scope of application of that long-stand- 
ing decision of the Supreme Court be ultimately determined 
except by the process of trial and error, and by taking up 
cases that the federal authorities honestly believe are border- 
line cases to the courts for decision? 
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CHAIRMAN MORRIS: 


Gentlemen, Mr. Hopkins is expecting us over at his hotel 
in about fourteen minutes, and if we can take Mr. Dixwell 
Pierce with us, we are going to do that. That gives us about 
five minutes here to tell you that this is no private fight going 
on between Mr. Kent and Mr. Austin Tobin. Anyone who 
attends the tax clinics knows that anybody who starts a row 
can expect participants from all sides. 

If there is anyone who wishes to speak on this subject and 
will now seize the opportunity to talk about it in all the 
climatic advantages of California, we will be glad to hear 
him for about four minutes. 


MR. ALBERT E. JAMES of \Vashington, D. C.: 


I did not wish to speak, but I have very great concern over 
one phase which Mr. Tobin developed and that phase is 
this: I have been for many years a thorough believer in 
Mr. Kent’s side of this controversy, but Mr. Tobin gave me 
one very sad and serious jolt this morning, and I would like 
to have Mr. Kent’s reaction to it, and that is this—the power 
of Congress over exemptions and special treatment of par- 
ticular classes of income derived from securities. 

I think that is the most serious and the most dangerous 
thing, particularly as exemplified by Congress in recent Acts, 
and most particularly in what seems to me the wholly un- 
moral treatment of the so-called unjust enrichment provision. 
We have gotten away from a reasonable attitude toward 
results, and it seems to me that Mr. Tobin’s discussion on 
that phase has outlined a great danger. 


MR. KENT: 


As a general proposition [ should say, of course, that 
Congress has a broad power with respect to classification 
of subject matters for purposes of taxation. I called to your 
attention, however, what seems to me to be the closest 
analogy, and that is the tolerance that the Supreme Court has 
extended toward certain forms of general non-discriminatory 
state taxation as applied to interstate commerce. 


Now the Court has permitted a state to tax net income, 
for instance, derived from operations that everyone concedes 
to be interstate commerce. Does it follow from this that the 
Supreme Court would extend that same tolerance if a state 
should attempt to impose a special tax burden in the form 
of a tax on net income derived from interstate commerce 
which was not applied to other forms of income? It does not 
seem to me that it does. 


We have got to rely upon the Supreme Court to apply 
realistically the new principles which are emerging from this 
recent line of decisions. 


MR. JAMES: 
What about specialized treatment, however, by the Fed- 


eral Government of securities from specific sources of the 
states? 


MR. KENT: 
I think that that would be condemned. 


A more difficult problem, perhaps, would be presented by 
an attempt by the Congress to exempt a particular irrigation 
project or something of that sort from a state income tax. 


MR. JAMES: 


Or from a federal income tax. 


MR. KENT: 
Or from a federal income tax. 


I feel this way about the constitution-amendment proce- 
dure: If that were the only source of opposition to this 
change, I would say, “Yes, let’s go ahead; let’s satisfy the 
states and municipalities, give them the security that they 
ask by putting through a constitutional amendment in the 
first instance.” 


But it is not. [I think that is mostly a smoke screen. They 
are opposed, of course, and they admit it, to the entire policy 
of the change, and if a constitutional amendment were sub- 
mitted, because of that opposition and because of the weight 
that short-sighted local considerations of dollars and cents 
to a municipal treasury, for instance, would carry, I think 
it would be a long, long time before it would be ratified. 
I would be more hopeful if it were submitted for ratification 
by the convention method rather than to the legislatures. 
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CHAIRMAN MORRIS: 


We will allow the matter to rest until we have dined. 
. The meeting adjourned at twelve twenty-five o’clock .. . 


Luncheon Session, July 11, 1939 


The meeting convened at one-thirty o’clock, Mr. 
George M. Morris presiding. 


CHAIRMAN MORRIS: 


Recently in introducing the new Justice of the Supreme 
Court, Mr. William Douglas, I commented upon the fact 
that while we all know from the newspaper prints the outline 
of a man, we get our shades and tones only when we see 
him in fact perform, and to illustrate this I used this anecdote. 

Joe Boyle and Eddie Dominetti had been in the Army 
together and fought the War. They had not seen each other 
for a great many years, and they held a little reunion in a 
cafe. After about three or four hours, the conversation 
slowed up somewhat, and they were sitting there looking at 
the table. 

Suddenly Eddie reached out and swooped the table and 
said to his friend, ‘““You can’t guess what I’ve got here.” 

Joe said, “I’m not interested.” 

“ll bet you a hundred dollars you can’t guess what that is.” 

Joe said, “That’s different. Let me see. You've got a 
mouse.” 

“No,” said Eddie, 
in there.” 

“There’s a horse. 

“he” 

“IT know what it is, it’s an elephant,” 

“Ves,” said Eddie, 
is.” (Laughter) 

Whereupon Mr. Justice Douglas arose and said, “This 
introduction recalls the story of the young man who was 
paying attention to the young lady, and his attentions be- 
came so repeated that finally the young lady’s father said 
to him, ‘Young man, are your intentions toward my daughter 
honorable or dishonorable?’ 

“Whereupon the young man’s face brightened and he said, 
‘Do I have a choice?” (Laughter) 

Today, the color of our speaker is well known, but he 
has no choice in his subject matter, because we have told 
him that he is supposed to talk twenty minutes and say 
absolutely nothing. (Laughter) 

The Assistant Attorney-General of the United States, Mr. 
Thurman W. Arnold! (Applause) 


HONORABLE THURMAN W. ARNOLD: 


Mr. Chairman and Gentlemen: I arise in a state of com- 
plete bewilderment. I was unable at the time Mr. Morris 
was talking to figure out how he was going to connect up 
the story of Mr. Justice Douglas with myself, and I am 
unable now, after listening to him, to find what relevance 
it has. (Laughter) 


However, it gives me possibly a key to my own discourse, 
which is going to have about the same amount of relevance. 

The subject of “Tax Talk I Have Met” was the creation 
of the nimble mind of the Chairman. I did not know what 
it was until I came here, and I am standing here now search- 
ing to figure out what it is. Nevertheless, as my mind 
reflects over this taxation problem, I remember that the tax 
talks fall into two categories; one, the general note of gloom 
over taxation in general, the worry which causes Congress 
to discharge a few million dollars’ worth of theoretical WPA 
workers, while at the same time they are giving a silver 
bonus and additional farm income. It is that general tax 
problem which creates those curious attitudes—somewhat 
cruel attitudes, I suspect. 

Regarding that type of tax talk, I have a story which 
seems to me to fit it fairly well. It is the story of a man 
who was walking down a beautiful garden, neatly laid out 
with flowers beautifully arranged, and marble statuary—all 
the trimmings of luxury and wealth. 

Behind him on a short rope he had a dragon about fifteen 
feet long. Suddenly the dragon started jumping about, lash- 
ing his tail, going from one side of the garden path to the 
other, destroying the flowers, knocking down the statuary. 

The man tried to keep the dragon under control; he jerked 
at the rope and did everything possible. Finally he turned 
to him and said, “Look here! My patience is at an end. If 


“what would I be doing with a mouse 


Aha!” 


said Joe. 
“but you’ve got to guess what color it 
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you don’t stop this cavorting around, if you don’t behave 

yourself like an orderly dragon, I’m going to take an aspirin 

tablet and there won’t be any dragon any more.” (Laughter) 
] am interested in the general type of tax talks. 


There are 283,000 families, less than one per cent, who have 
an income of over $10,000 a year. These are the national 
resources figures for 1936; they are the latest. I do not 
know what they are today. This is not an income tax figure, 
it is a goods income figure. 


There are only 2% per cent of the families who get over 
$5,000 a year. There is very close to 80 per cent getting 
$1,500 a year. 

We have the greatest productive plant, the highest effi- 
ciency for labor of any country in the world. If we take 
as a level the income of $2,500 as being about the minimum 
people can buy the goods advertised in the popular maga- 
zines, we find that we are producing for a nation of 
130,000, 000 people and distributing to 13 per cent, the families 
who get $2,500 a year, or the population of the State of 
New York. 

While I recognize the inequities of the present tax law, 
while I burn with the injustice of having to pay taxes on 
all my royalties on my book in a single year, which took me 
three years to write, nevertheless it has always been diffi- 
cult for me to see how reducing the taxes on less than one 
per cent of the families puts purchasing power in the pockets 
of the 80 per cent. And that, of course, is the puzzle about 
the general tax laws. 

So, while I recognize the necessity of reforms, I am a little 
inclined to put my own shop as an economic necessity ahead 
of your shop—my own shop is the Anti-Trust Division— 
and regard your shop as one of the great remunerative play- 
grounds of ideas, ethics and concepts, one of the greatest 
playgrounds in the history of the law. 

I suppose that in this country there are more tax lawyers, 
more people living well as a result of tax litigation than in 
any other country of the world, and as an economic problem 
[ think that is all right. It is a way of distributing goods; 
it is a nice little structure. You have a Board of Tax Appeals 
which centers things, and then it funnels out into all the 
circuits. Then it funnels back into the Supreme Court. 

There are a thousand pages a year coming out of the Board 
of Tax Appeals, and I do not know how many new decisions 
coming out of the Circuit Court of Appeals. There are 
conflicts. It is one of the most entertaining sections of the law. 

I know a little about it. I was called down to Washington 
two years ago to argue tax cases before the Supreme Court 
of the United States, and the Supreme Court of the United 
States, I think, did not know much about it. Between the 
two of us, we struggled through a number of cases, and a 
good time was had by all. 

I recall one particular case where I got a little too tech- 
nical for the Supreme Court. It was a case of taxation of a 
transfer of accounts on the Stock Exchange, and I said that 
what they were really doing—the other side, that is—was 
reifying this transfer as a thing like a horse, when it was 
really not a horse but a whole tangle of contractual relationships. 

After making what I thought was an excellent technical 
argument, I happened to be at tea with Mr. Justice Roberts, 
and he said, “You had the Court on the ropes this afternoon.” 

I said, “How is that?” I had noticed during the argument 
that Mr. Justice Sutherland had sent out for a book. 

He said, “We didn’t know what the word ‘reification’ 
meant.” 

I said, “If the Court please, there is no such word if yo 
Supreme Court of the United States doesn’t recognize it, 
it is an unconstitutional word.” (Laughter) 

He said, “That was true earlier in the day, but we looked 
it up, and now we know what it means.’ 

I recall very pleasantly assisting in the preparation of a 
tax case where the question was whether a cross-word puzzle 
was a game. I cannot even remember now whether the 
Government was for having it a game or not (laughter) but 
by the time we looked up a case from South Africa and 
decided whether there was an element of contest required, 
and whether you could not gamble on cross-word puzzles, 
the whole thing struck me as only an example of that great 
slogan which keeps you gentlemen all living at good hotels 
and sitting here, “Taxation without litigation is tyranny.” 
(Laughter) 

Of course, I do not suppose in the long run I am going 
to get anywhere by such definitions, except more definitions. 





No 


I re 
to Vv 
gyP 
it W 


The 


of 
bet 


geo 
Th 
dig 
grc 


of 
he: 
tha 


the 
the 


an 
ho: 


939 


ave 
1rin 
ter) 


ave 
nal 
not 
ure, 


ver 
ling 


e ffi- 
ake 
luli 
LQa- 
of 
lies 
4 of 


aw, 
on 
m € 


one 
cets 
Out 


ttle 
ead 


lay- 
test 


ers, 
1 in 
lem 
ds; 
eals 
the 


ard 
ons 
are 
aw. 
‘ton 
yurt 
ted 
the 


da 


ch- 
fa 
hat 
was 
was 
ips. 
ical 
rts, 
yn.” 
ent 


ion’ 


the 
or 


November, 1939 OPEN FORUM 


| recall in my early practice in Wyoming arguing a case as 
to whether a plaster mill was really a mine. My client scraped 
gypsum and put it in kettles, and added various things to 
it which kept it from drying too fast, and it came out plaster. 
The question was whether that was a mining operation. 


That became a question of fact, and of course there is one 
of the lovely things you have to deal with, the difference 
between a question of fact and a question of law. 


We stipulated as to the number of witnesses. The state 
geologist who was against us said, “Of course, it is a mine. 
The timbers are necessary for a mine. You don’t have to 
dig oe for a mine, you just have to dig things out of the 
grounc 


The head of the Geological Department of the University 
of Wyoming said, “Of course it is not a mine. Whoever 
heard of a mine where you just did it with scrapers? If 
that is the case, a ditch is a mine.” 


It reminded me of that theoretical attempt to follow out 
the process of legal definition which I often use in class— 
the difference between a horse and a duck. Now, of course, 
I think everyone here knows the difference between a horse 
and a duck in this sense, that if I told you to go and get the 
horse out of the barn, you would not come out leading a duck. 


If, however, you attempt to define the difference between 
a horse and a duck, I suppose anyone would immediately 
be at a loss, because there are probably several hundred 
thousand differences and several million similarities. 


Of course, you do not try to define the difference between 
a horse and a duck because there is no occasion for it, but 
suppose that they should pass a statute, or suppose there 
were an old taxation statute which taxed horses at ten dollars 
a head and ducks at one dollar a head. I think you would 
get along all right with that for a while, but assume that, 
as has actually happened in my own State of Wyoming, 
horses became absolutely worthless, having been replaced 
by the automobile. Suppose that ducks became very valu- 
able, so that ducks were taxed ten dollars a head and horses 
a dollar a head. Immediately the tax lawyer says with con- 
siderable plausibility that the real difference between the 
horse and the duck is not the feathers or webbed feet, that 
the real intent of the Legislature was to tax this element 
of value, and therefore, while to the superficial eye this feath- 
ered animal looks like a duck and the hairy animal looks 
like a horse, obviously the real fundamental difference, that 
of value, rev reals to the scholar, to the man who has written 
a book on hidden taxes like George Morris, that actually 
the more valuable animal—that is, the thing that looks like 
a duck is really a horse, and the thing that looks like a 
horse is really a duck. 


That works all right for the particular case, because of 
course you have got the revenue and that is what you really 
intended; but you have got to keep it up because it is very 
difficult to admit in tax law that it is a sort of playground, 
and so it becomes necessary to try to feed the ducks on 
hay, and to try to put little saddles on them. That gets 
things all mixed up in other cases. 


You do it ordinarily by having a sort of symbolic parade 
once a year where all the ducks with little saddles are let 
out in front of a grandstand, and the horses are made to 
swim. In that way you get along pretty well, and that is 
the process of taxation by litigation. 


I have often wondered. I am not advocating this at all. 
I like you gentlemen too much. I think too much of your 
welfare. I think too much of the necessity of distributing 
goods in this curious age to want to introduce the paralyzing 
effects of common sense in tax laws in this country. I think 
we are not ready for it. (Laughter) I think it might lead 
to bureaucracy, tyranny, and all that sort of thing. 


But suppose in the cross-word puzzle case the Court 
would say, “Well, I do not know the difference between a 
question of fact or law. The real problem here is the 
administration of a statute.” 


Now, obviously, our position is to prevent outrageous acts 
on the part of the commissions and the bureaus and the 
boards who do not have the sacred tag of judicial status. 
Therefore, I believe we do not listen any longer to this 
metaphysical argument about whether a cross-word puzzle 
isa game or not. 

Incidentally, in the course of the argument one of the 
counsel was talking about the necessity for an element of 
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contest to make it a game, and there was no contest in a 
cross-word puzzle. Mr. Justice Hughes said, “Well, I sup- 
pose you would call this Court a game if the element of 
contest is the key?” 


And the counsel replied, “No, I would call it a puzzle.” 
(Laughter) 


In any event, suppose that the Court were to say, “Well, 
sitting as human beings of ordinary emotional reactions and 
common sense, we think that the ruling of the Treasury, 
regardless of whether it is fact or law, is not sufficiently 
outrageous to shock our conscience and to invoke the pro- 
tection of the judiciary.” 


I suppose if they took that attitude, the thousands of pages 
which you now throw around would not be necessary. A 
tax case always reminds me of a Western blizzard. You 
start reading the cases, they whirl around like snowflakes, 
the wind blows, everything howls, it gets bitter cold, there 
is complete turmoil, terror, drop of temperature, you are 
completely lost, and then you suddenly find it all dies down 
and you come out right where you were before. (Laughter) 


I suppose if they were to adopt that purely administrative 
point of view toward the adminstration of tax statutes, it is 
conceivable that the purpose of the courts in so far as it 
relates to collecting revenue in a non-outrageous manner, 
might be served. Arguments would be based upon the 
question of administrative convenience, and interpretation of 
statutes would be treated like questions of fact are now 
treated. 


However, I see no immediate hope for that sort of thing, 
and I am busy enough to not even express a desire for that 
sort of thing. 


The Tax Division will probably continue to run as before. 
You gentlemen will continue to take yourselves seriously, 
and the incident which I am about to recount will happen 
over and over again. 


A client of a tax attorney came to the Department of 
Justice the other day when I was in Washington. He had 
just been prosecuted for things which he did not understand. 
He went out the door and looked up. Above the door he 
saw the word “Justice,” and he began to cry. 


His attorney said, “What is the matter?” 


And the man said to his attorney, “Go away and leave 
me alone.” 


The attorney retired a short distance, and the man took 
off his hat, bowed his head, and with tears streaming down 
his face he said, “Justice, Justice, I knew you were dead, 
but I never knew where you were buried until just now.” 
(Laughter and applause) 


CHAIRMAN MORRIS: 


It is with great regret that I must convey to you the 
message of the Solicitor General. He is in San Francisco, 
but yesterday afternoon he received a direction from Wash- 
ington that he must at this hour attend another meeting, 
and therefore he is unable to be with us. Up to ten o’clock 
last night he expected to be here. 


We have come to the part of the program at which you 
non-serious minded people are at liberty to depart. We are 
going back to our knitting. Mr. Arnold may go back to the 
lumber monopolies with whom he has been in contact dur- 
ing the early part of the day, and get ready for another 
prosecution. Those who wish to go with him, may go 
likewise. 


We are now to have the privilege of hearing Mr. Dixwell 
L. Pierce, who is the Secretary of the California State 
Equalization Board, and who for the purpose is living in 
Sacramento, California. 


Mr. Pierce has brought along his own claque from the 
state taxing system, so you are not obliged to applaud what 
he says unless you wish to do so. Therefore, Mr. Pierce, 
any applause you hear outside of those members who came 
with you, you will know is purely meritorious and given 
because of the quality of your observations. 

Mr. Pierce will now talk to us upon “The Use by State 
Authorities of Federal Income Tax Returns,” a question 
which has puzzled a great many practitioners, particularly 
those who advise clients how to make out their returns. We 
hope to get something that will make worthwhile our com- 
ing to San Francisco. Mr. Pierce! (Applause) 
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MR. DIXWELL L. PIERCE: 


Mr. Chairman, Ladies and Gentlemen: After the entertain- 
ing talk of Mr. Arnold, and after the stimulating discussion 
this morning between Mr. Kent and Mr. Tobin, I am some- 
what apprehensive that what I have to say on the subject 
which has been announced will be something of an anti- 
climax. 

It is very difficult indeed to follow such entertaining and 
stimulating talks and not feel somewhat appalled at the 
prospect. 


When Mr. Ralph Smith and Mr. Kent were talking this 
morning, and realizing that 1 was to follow them in a little 
while, I was reminded of something that occurred at a 
National Tax Conference some ten years ago. The subject 
was “The Taxation of Banks.” Those of you who have 
attended tax conferences know that that subject is perennial 
and that we still are not quite sure what United States 
Revised Statutes Section 5219 really means. 


Well, that particular day one of the speakers was a uni- 
versity ’ professor, and another was a banker. Like Mr. Kent 
and Mr. Tobin, they were on opposite sides of the argument. 
The university professor said, by way of introduction, that 
there was a peculiar contrast to which he wished to direct 
the attention of the audience. 


He said that he had begun life as a banker, and ended up 
a university professor. He said, “I regard that process as 
evolution. This other gentleman, this banker who is talking 
to you, began life as a university professor and now he is 
a banker. That process I regard as devolution.” 


Mr. Smith was the Inheritance Tax Attorney for Califor- 
nia when I first entered the State service, and of course you all 
know of Mr. Kent’s connection with the Government of the 
United States. Both of these gentlemen are now engaged 
in private practice, and I suppose, of course, that all of you 
would regard that as evolution. I happen to have been in 
private practice, and now I work for the state—I won't 
finish the definition. 


But in the process either of evolution or devolution, it is 
very interesting to see the different points of view depending 
possibly on whether, as Mr. Arnold reminded me, you are 
interested in having a horse a duck or a duck a horse, and 
sometimes it is quite distracting, and you do not know 
whether you want to have the cross-word puzzle defined as 
a game or merely as a puzzle. 

The use by state authorities of federal income tax returns, 
as the Chairman has indicated, is something of a puzzle. 

Mr. Pierce then read his paper on the subject of “The 
Use by State Authorities of Federal Income Tax Returns,” 
which is reproduced at page 637, herein 


CHAIRMAN MORRIS: 


Gentlemen, we are now talking in terms of joint effort as 
our speaker ends. We have Mr. Arnold Frye who will 
speak to us next on the topic of “Collections by or in Aid 
of Municipalities as a Part of an Integrated Tax System.” 
Mr. Frye has been long active in the American Bar Asso- 
ciation, particularly in the Section upon Municipal Law. As 
everyone knows, taxation is a very vital question in all of 
municipal administration. We are very privileged to have 
him here as the former chairman of that section, taking his 
time from its meeting to speak to us. 

While Mr. Frye is coming forward, Mr. Weston Vernon 
will distribute some blanks on which we would like to have 
the names and addresses of all persons present. We seem 
to be such a shifting audience. 

Mr. Frye, will you come forward and address us? 
(Applause) 

. Mr. Arnold Frye read a paper on the subject of 
“Taxes Collected by or in Aid of Municipalities” appearing 
on page 633, herein 


CHAIRMAN MORRIS: 


We are honored this afternoon by the presence of Mr. John 
Philip Wenchel, of the Bureau of Internal Revenue, who is 
going to talk to us about what he is up against, what are 
the problems that he has to solve, what are some of the 
things that an administrator must deal with which we people, 
who are not at the moment charged with administrative 
responsibilities, may not entirely vision. 

I am very happy to call on the Chief Counsel, Mr. Wenchel! 
(Applause) 
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’ . Mr. John P. W enchel read a paper on the subject 
of “What's Going on in the Chief Counsel’s Office,” which 
is reproduced at page 641, herein 


CHAIRMAN MORRIS: 


We are not going to permit anyone to try a tax case in 
San Francisco which ought to be tried in the Chief Counsel's 
office in Washington, and I do not want to embarrass the 
Chief Counsel by stepping into any hole that has been pre 
pared, but | am quite confident that if anyone in the audicnce 
wishes to ask him anything about the mechanisms or pro 
cedures in the Chief Counsel’s office, he would be very 
happy to enlighten you to the extent that he at the moment can. 

Are there any questions of that sort that anyone wishes 
to ask? 

MR..RALPH W. SMITH of Los Angeles, California: 

Where a hearing has been held on a protest on a federal 
estate tax matter in Washington, and the protest has been 
granted, only in part, by reason of litigation pending in 
the courts which has since been determined against the 
Government, if a claim for refund is filed, will the Govern 
ment give the taxpayer the right to hear that claim for 
refund in Washington before the conferees, or would that 
be referred out here to the technical staff? 


MR. WENCHEL: 

Mr. Smith, at the present time a regulation is being pre 
pared on that very question. 

MR. SMITH: 


The hearing could be held, in Washington. Then, if a 
claim for refund were filed, and the taxpayer demanding it, 
the taxpayer preferring to have a hearing in Washington 
in view of the fact that the hearing on the protest was held 
in Washington, rather than held in the field? 


MR. WENCHEL: 


In some instances at the present time, vou can. 


MR. SMITH: 


[ understood otherwise, and I wanted to get right to head 
quarters with it. I understood Washington was handling it 
just the other way, that they were referring every matter of 
a claim for refund to the field, rather than to retain any claim 
for refund, notwithstanding the fact that the hearing on the 
protest had been held in Washington. 

CHAIRMAN MORRIS: 


May I ask a question on that? Give us the dates on that. 
That will help the Chief Counsel. When was the hearing on 
the protest held? 


MR. SMITH: 
Before the decentralization. 


CHAIRMAN MORRIS: 


That is an old matter. Then the refund claim comes along 
on the same subject matter, and the taxpayer wants to have 
a hearing in Washington where the protest was heard. Has 
the request been made? 


MR. SMITH: 
Yes. 


CHAIRMAN MORRIS: 
Made to Washington? 


MR. SMITH: 
Yes. 


CHAIRMAN MORRIS: 

And Washington has referred it out here? 

MR. SMITH: 

Washington, I understand, is referring it out here. 
CHAIRMAN MORRIS: 


_ And you wish to know whether or not that is the estab- 
lished practice. 


(Continued on page 675) 
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FEDERAL TAX REVISION PROGRAM’ 


Submitted by 


The Committee on Federal Taxation, 


RIOR to the enactment of the revenue act of 
1932 and the N. I. R. A. in 1933, the federal 

income-tax laws were comparatively liberal in 
their provisions. These laws were gradually making 
things smoother for the taxpayer by eliminating 
inequities and by basing tax policies upon recognized 
business procedure, while at the same time closing 
loopholes and raising revenue. 

The first revenue act, under the Sixteenth Amend- 
ment was adopted October 3, 1913. Each successive 
act included modifications giving recognition to sound 
requirements of commerce and industry. For in- 
stance, under the 1917 act consolidated returns were 
frst permitted. The 1918 act introduced the net loss 
carry-over, included a limited tax-free reorganization 
provision, allowed a credit for foreign taxes, and gave 
corporations a deduction for dividends received. The 
1921 act provided for the segregation of capital gains 
and for their taxation at a moderate rate, repealed the 
old excess-profits tax, gave special exemption to em- 
ployees’ pension and profit-sharing trusts, and ex- 
tended the tax-free exchange provisions to cover 
transfers to controlled corporations and exchanges of 
like property for like property. The 1924 act allowed 
an earned-income credit, permitted a depletion deduc- 
tion on the basis of discovery values, and further 
extended the tax-free exchange provisions to cover 
involuntary conversions and gains by corporations in 
connection with reorganizations. The 1926 act re- 
pealed the old capital-stock tax, permitted the instal- 
ment method of accounting, and allowed percentage 
depletion. The 1928 act was notable for its reduction 
of individual and corporation income-tax rates. 

Although the general trend of revisions, especially 
those beginning with the 1921 act and up to and in- 
cluding the 1928 act, was to reduce rates and encourage 
business activity, a marked change in tendency is 
noted beginning with the 1932 act, including not only 
the imposition of higher rates and the removal of 
remedial sections, but also the introduction of unsound 
tax theories, involving regulation and social reform. 
The 1932 act not only made substantial increases in 
the tax rates, but it also reduced the net loss carry- 
over to one year and disallowed net losses on stocks 
and bonds held less than two years, although per- 
mitting a one year carry-over for such losses. The 
N. 1. R. A. abolished the net loss carry-over completely, 
eliminated the short-term capital net loss carry-over 
established by the 1932 act, and introduced new capital- 
stock and excess-profits taxes. The 1934 act further 
increased the tax rates; in the case of individuals, it 


* Printed by permission of the American Institute of Accountants, 
of which Mr. John L. Carey is Secretary. 
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set up a complicated time-scale device for the recogni- 
tion of capital gains and losses, subjecting net capital 
gains to normal and surtax rates, while limiting net 
capital losses to $2,000; in the case of corporations, 
net capital losses were limited to $2,000, but net capital 
gains were recognized in full, and the filing of con- 
solidated returns was abolished except for railroad 
corporations. The 1936 act again increased tax rates, 
introduced a surtax on undistributed profits, subjected 
dividends received by individuals to the normal tax, 
and subjected 15% of domestic dividends received by 
domestic corporations to tax. In 1937, the “loophole” 
law provided among other things an onerous require- 
ment for information reports by accountants, lawyers, 
and others in connection with the formation of foreign 
corporations. 


The 1932 act and the N. 1. R. A., together with the 
1934 and 1936 revenue acts, abandoned the reliable 
method of taxation which had taken more than twenty 
years to develop to a reasonably fixed and determin- 
able basis, and left in their wake a havoc of tax 
uncertainty some of which has now been removed 
by the 1938 and 1939 acts. 


Action Taken by Institute’s Committee 


The Institute’s committee, along with other re- 
sponsible professional and business groups, viewed 
with justifiable alarm this distortion of the tax system 
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and the resultant drag upon economic recovery. As 
each deterrent step was taken, as each reliable and 
tested method was supplanted by some new, untried 
tax scheme, the committee combatted the innovations 
aggressively. “The new tax provisions were analyzed, 
Institute members were kept informed of the nature 
and progress of each bill, and where new provisions 
did not conform to generally recognized accounting 
principles or were contrary to long-term practical con- 
siderations, briefs were prepared, explaining the fallacy 
of such provisions. 

In connection with the 1936 revenue bill, repre- 
sentatives of the committee appeared at the Con- 
vressional hearings in Washington and put on record 
its unalterable opposition to the surtax on undis- 
tributed profits. In the following year, when the rev- 
enue act of 1937 was enacted, the committee immediately 
took a positive position in respect of section 340 of 
that act, dealing with the filing of information reports 
by accountants and others concerning the formation 
ot foreign corporations, and registered strong objec- 
tions with the Secretary of the Treasury. The ill- 
fated “third basket” tax proposed in the 1938 bill was 
vigorously opposed in a timely brief filed with the 
Senate finance committee. 

In addition to its activities concerning specific pro- 
posals in the respective tax bills, the committee several 
times circularized members of the Institute and of the 
various state societies soliciting suggestions as to 
desirable changes in the existing revenue laws. The 
replies were analyzed and embodied in several reports 
to the Institute’s council, the Congressional com- 
mittees, the Treasury Department, and others in- 
terested in the manifold problems of taxation. The 
activities of the committee in this regard culminated 
in a tax-revision program submitted to the Treasury 
Department in September, 1938. 

Besides voicing its opposition to (a) the surtax on 
undistributed profits, (b) section 340 of the 1937 act, 
and (c) the “third basket” tax, the three objectionable 
developments specifically referred to above, the com- 
mittee in its various tax reports advocated the fol- 
lowing vital proposals for improvement of the national 
tax picture: 


1. Creation of a qualified nonpartisan commission to formu- 
late a permanent policy of federal taxation; 

Restoration of the net loss carry-over; 

Requirement of consolidated returns and repeal of the 
taxation of inter-corporate dividends; 

1, Elimination of the capital-stock and excess-profits taxes; 
Segregation of capital gains and losses and the taxation 
of such gains at a flat moderate rate, without distinction 
between short-term and long-term holdings, and with a 
carry-over of capital net losses; 

6. Extension of time for filing federal income-tax returns to 
the 15th day of the fourth month following the close of 
the taxable year; 

Allowance of expenses incurred in connection with taxable 
income, although not in connection with a trade or busi- 
ness; 


8. Broadening of provisions governing the last-in, first-out 
inventory method. 

Many other constructive recommendations were 

made by the committee from time to time. A sum- 

mary of the more important of these proposals, a 

tabulation of which was originally included in this 

committee’s tax revision program submitted in Sep- 


tember, 1938, is again presented at the end of this 
report. 
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Effect Given to the Committee’s Proposals 


Asa result of the concerted action of many respon- 
sible groups, the inequities produced by re tax 
legislation since 1932 and the days of the N. I. R. A,, 
have now been alleviated. Even prior to oe recent 
1939 overhauling, several forward steps were made 
toward a sound national tax policy. The objectionable 
“third basket” tax proposed in the 1938 bill by the 
House was eliminated by the Senate. Under the 193s 
act, the surtax on undistributed profits was reduced 
to a nominal rate of 214%; there was reversion to 
the pre-N. I. R. A. principle of taxing the capital 
gains and losses of individuals; the last-in, first-out 
method of inventory valuation was permitted (under 
rather exacting conditions) to producers and proc- 
essors of certain nonferrous metals and to tanners 
of hides and skins. Although the capital-stock and 
excess-profits taxes were retained, the 1938 act pro- 
vided for a new declared value every three vears. 
Within the Treasury Department itself, several liberal 
interpretations were made, even recognition of the 
“blockage” rule. 


More sweeping changes have been effected by the 
1939 act. The remnant of the undistributed-profits tax 
has been abolished; the capital gains and losses pro- 
visions as they affect corporations have been liberal 
ized; a limited net loss carry-over is permitted; in 
certain cases income from discharge of indebtedness 
is not taxed; the adverse effect of the Hendler de- 
cision has been substantially voided; the last-in, first- 
out inventory method has been extended to all 
taxpayers; and the harshness of the capital-stock and 
excess-profits tax provisions has been further allevi- 
ated by permitting an upward declared value for 1939 
and 1940. Other objectionable features have also been 
removed. 


Proposals Still to Be Considered 


Although the 1939 act has eliminated many objec- 
tionable features of the law, much remains to be done 
before we shall have a sound coherent national tax 
system. The committee on federal taxation respect- 
fully submits the following program of further basic 
tax requirements: 


1. Creation of a qualified nonpartisan commission: 

The committee again stresses particularly that Con- 
gress could do no one thing of greater importance 
to assure future economic stability than to create 
qualified nonpartisan commmission to formulate a 
permanent and consistent policy of federal taxation. 
The annual revision of tax laws on the basis of political 
expediency and social reform is the major cause ol 
hesitancy on the part of businessmen and taxpayers. 
Fixed principles of taxation are urgently required to 
give taxpayers the necessary confidence to face the 
future. 


Determination of fixed principles of taxation shou!d 
strive to bridge the existing gap between tax account- 
ing and established business practice. The flexible 
application of accounting principles, as between tax- 
payers, should be recognized, providing such account- 


ing practices be consistently maintained from year 
to year, 
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A permanent tax structure should be established, 
with fixed principles subject only to changes in rates 
to meet the varying requirements of the federal bud- 
get. Business can adjust itself to changing rates, as 
long as such rates are nonconfiscatory, but staggers 
under the impact of successive changes in the general 
scheme and incidence of taxation, a procedure which 
calls for new interpretations of tax provisions from 
year to year. 

It is not intended that legislative or administrative 
powers be delegated to the proposed commission; it 
is merely expected that the commission function as a 
study group in examining national tax problems, and 
on the basis of its deliberations recommend to Con- 
gress the adoption of such principles and methods of 
taxation as would promote uniformity and simplicity 
and remove as much as is possible of the present 
complexity and uncertainty. 

The second Fortune round table on taxation and 
recovery, in supporting the appointment of a national 
tax commission, stated that what they had in mind 
was something like the committee headed by Lord 
Colwyn, appointed in 1924 by a Labour Government 
in Britain. The Colwyn Committee, representing 
various points of view, studied the British national 
debt and the incidence of taxation for nearly three 
years. It held forty-eight sittings and received evi- 
dence from sixty-two witnesses, representing among 
others the Trades Union Congress, the codperatives, 
government officials, and economists. 

In this connection, as a guide in the formation of 
a nonpartisan tax commission, we should like to refer 
to the British tax committee appointed October 31, 
1927, and headed by Lord Macmillan. The Macmillan 
Committee, which included two chartered accountants 
among its members, was engaged in the study of the 
British tax system for some eight and one-half years; 
some hundreds of meetings were held, resulting in 
the issuance in April, 1936, of a comprehensive report 
on the British tax situation and a draft of a proposed 
new income-tax bill. It is expected abroad that the draft 
bill will become law in substantially its present form. 

Official recognition has already been given in this 
country to the proposal for a qualified nonpartisan 
tax commission, Representative Treadway having in- 
troduced in the last two sessions of Congress joint 
resolutions providing for the creation of such a com- 
mission. Although these resolutions failed of legis- 
lative consideration, they should be revived and ag- 
gressively championed. 

Secretary Morgenthau in his testimony before the 
Flouse ways and means committee in May, 1939, made 
certain suggestions representing to some extent a 
start toward a national commission. He proposed 
that the House ways and means committee, the Sen- 
ate finance committee, and the House and Senate ap- 
propriations committees sit as one body during and 
between sessions of Congress to consider the over-all 
aspects of expenditures and revenues. “This joint 
committee,” he stated, “would in effect be a lens 
through which all appropriation and revenue meas- 
ures could be viewed in relationship both to what 
the nation needs and to what the nation can afford.” 

The Secretary also suggested that Congress create 
a small temporary national commission to report to 
Congress as soon as feasible on the various aspects 
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of intergovernmental (federal-state) fiscal policy and 
propose a plan for the solution of the problems in- 
volved. “Such a commission,” he stated, “should be 
made up of men of ability who command the highest 
public confidence, who are familiar with fiscal prob- 
lems, but who will represent the public at large rather 
than particular government units. ... The recommen- 
dations of such a commission should assist us in 
achieving more orderly relationship between the 
federal, state, and local fiscal systems.” The Secretary’s 
recommendations were not acted upon by Congress, 
presumably for the reason, as it was stated in some 
quarters, that members of, Congress thought that it 
would be “just another commission.” 


Even an attempt to have a joint House and Senate 
committee conduct a tax study as the basis for action 
next year has petered out, and the preliminary tax 
work for next session will be done by a subcommittee 
of the House ways and means committee, as in the 
past. Of course, the staff of the joint committee on 
internal revenue taxation will continue its important 
work of gathering data on tax problems for the ways 
and means tax subcommittee, and the Treasury will 
be bringing its extensive tax studies up to date. This 
research has considerable merit and should result in 
tangible benefits to the business community, especially 
in view of the further appeasement signs on the horizon. 
The real solution of our national tax dilemma, how- 
ever, awaits the appointment of an unbiased national 
tax commission, comprising individuals drawn from 
business, labor, government, and professional circles, 
who have a well grounded knowledge of tax matters. 


2. Income taxation should contemplate an equitable 
basis for revenue, not social reform: 


Recent tax experiments, such as the surtax on undis- 
tributed profits, the “third basket” proposal, the taxa- 
tion of intercorporate dividends, the elimination of 
consolidated returns, and the like, indicate the tend- 
ency to employ income taxation as an instrument of 
regulation and social control. This committee realizes 
that the Federal Government has a number of highly 
important regulatory functions to perform, but is of 
the firm conviction that punitive taxation is not the 
proper machinery for that purpose. 


The income tax is a sensitive mechanism, delicately 
synchronized with the ups and downs of general eco- 
nomic conditions. [Experience demonstrates that where 
emphasis is upon revenue, with fixed principles of 
taxation closely allied to current business practices, 
the income-tax system operates smoothly in sympathy 
with confident business advancement and develop- 
ment. On the other hand, artificial interference with 
accepted business practices via punitive regulatory 
provisions, results in the distortion of regular business 
and economic situations, with a consequent injury to 
revenue. 

The income tax is a satisfactory instrument of the 
national tax system as long as its primary purpose is 
the collection of revenue. When punitive provisions 
aimed at small groups are injected, the whole revenue 
system suffers through the actual or potential injury 
to numerous innocent taxpayers caught in the regu- 
latory net. The second Fortune forum, in referring 
to this question of punitive taxation, said: “The effect 
of such taxation is unpredictable; it is not a selective 













































































































































































































































































































































































































































































































































































































































































































































































652 TAX ES— The Tax Magazine 







November, 1939 





agency, for it punishes saint and sinner indiscrim- 
inately.” 

The committee believes that regulation and modi- 
fication of alleged social abuses should be accomplished 
by specific legislation outside of the regular income- 
tax field. There should be no tinkering with the income 
tax; it should be left alone as a normal instrument of 
revenue. 


3. The law should set forth a satisfactory definition of 


earnings or profits: 

The income-tax status of corporate distributions, 
from the standpoints of both the corporation and the 
stockholders, revolves around the existence of corpo- 
rate “earnings or profits.” This term, however, is not 
defined in the law, with the result that the precise 
method of computing earnings or profits is unsettled, 
and the tax status of numerous corporate distributions 
is very much in doubt. 


On the basis of several board and Court decisions, 
it has become evident that “earnings or profits” repre- 
sent neither taxable income nor earnings determined 
by conventional corporate accounting methods. The 
Commissioner of Internal Revenue, in his regulations, 
has attempted to set forth some of the items which 
enter into the computation of “earnings or profits,’ 
but he has been overruled by the Board of Tax Ap- 
peals and the courts in several cases. Moreover, even 
the Board and Court cases conflict with each other in 
this regard. 

As an indication of the hybrid accounting methods 
applied by the Board and the courts in defining “ earn- 
ings or profits,” we list a number of items which have 
been held part of “earnings or profits,” although for 
tax purposes not includable in gross income and, in 
some instances, not properly includable in earned sur- 
plus under generally recognized accounting practices : 
1. Proceeds from life insurance, 

2. Interest on state and local obligations, 

3. Gifts, 

t. Actual amount of capital gains, 

5. Nonrecognized gain on tax-free exchanges, 
6. Unrealized appreciation, 


The following items have been held deductible in 
computing earnings or profits, but are not deductible 
in computing statutory net income: 


1. Income and profits taxes on the distributing corporation, 
Capital losses in full without limitation, 


Excess of contributions not deductible for purpose of 
computing net income, 


}. Taxes assessed against local benefits, 
Extraordinary expenses. 


> 
? 
] 


aT 


In view of this confusion concerning the precise 
meaning of the term “earnings or profits,’ Congress 
should study the possibility of including a clarifying 
definition in the law. Congress should be able to 
state whether the generally recognized accounting 
methods of computing corporate earned surplus are 
to be observed in determining “earnings or profits,” 
or whether under a hybrid accounting arrangement 
certain defined items are to be considered as part of 
“earnings or profits,’ while other specific items are 
to be excluded. Although such a definition would 
necessarily involve additional statutory verbiage, the 
committee regards this step as true simplification. 





4. Consolidated returns should be made mandatory: 


It is so well established in the broad field of financial 
reporting that consolidated statements are essential 
to the correct presentation of the affairs of affiliated 
groups, that it is obviously incongruous to prohibit 
consolidated tax returns when in fact they should be 
mandatory. 


Subsidiary companies are organized normally by 
a parent for the purpose of complying with state 
requirements, to minimize risk in opening up new 
territory, to facilitate financing, or to simplify the 
establishment of new lines of business. They are, for 
all practical purposes, merely branches or depart- 
ments of one enterprise. Businessmen, stock exchanges, 
and the S. E. C. recognize that the financial position 
and earnings of the parent company and its subsidiaries 
can be presented satisfactorily only by means of con 
solidated statements showing the combined position 
and results of operations. The entire consolidated 
group is treated as a single unit, intercompany trans 
actions and profits not realized by means of sales 
outside the group being eliminated. 


When the filing of consolidated returns was abol- 
ished in 1934, Congress deliberately set aside a long 
established and generally recognized business prac 
tice. By requiring separate statements of income from 
each unit of the one enterprise, nonexistent “paper” 
income is often taxed, and the earnings of particular 
units may be distorted and incorrectly presented. 
Moreover, elimination of the consolidated return, be 
ing contrary to ordinary business practice, has unduly 
complicated administration of the income-tax law and 
has placed additional burdens on corporate groups 
which follow the consistent practice of preparing con 
solidated financial statements for all other purposes. 

Accordingly, to simplify the preparation and audit 
ing of returns, and at the same time to prevent both 
the taxation of artificial, nonexistent income, and - 
avoidance of tax by arbitrary inter-group charges, 
is again urged that consolidated returns be made man 
datory for affiliated groups. 

Every argument which can be urged in favor of 
consolidated returns applies with equal force against 
the taxation of intercorporate dividends. The princi 
ple is unsound from an accounting standpoint, and we 
repeat our recommendation that, as a corollary to 
mandatory consolidated returns, the taxation of inter 
corporate dividends between affiliated corporations be 
repealed. 


5. Treatment of capital gains and losses should be fur- 
ther revised : 

Much opposition, supported by sound argument, has 
long existed in regard to the capital-gains tax, ani 
strong efforts have been made at various times hy 
informed groups to eliminate capital gains from the 
field of taxable income. Many businessmen oppose 
this tax on the grounds that it hinders sales, exchanges. 
and business generally. Others consider the tax in 
equitable because it not only covers items of a non 
recurring nature, but also applies to profits which have 
accrued over a long period of time. Still others con- 
tend that during a normal business cycle, capital losses 
tend to offset capital gains and that from a revenue 
standpoint the long-term results are nil. For reasons 
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such as these, Great Britain does not subject capital 
gains to income taxation. 

The committee realizes that much can be said in 
favor of the outright repeal of the tax on capital gains, 
but despite the cogent arguments against the tax, 
recognizes that capital gains represent ability to pay 
and as such should probably bear their just propor- 
tion of taxation instead of shifting the entire burden 
to those carrying on commercial and professional pur- 
suits. 

The committee is aware that the method of taxing 
capital gains prescribed in the Internal Revenue Code, 
as amended, is a vast improvement over the hamper- 
ing capital gain-and-loss provisions of the 1934 and 
1936 acts, but believes that serious defects still remain 
in the law. 

One objection is that capital gains and losses are 
still taxed according to the length of time the asset 
is held. This arbitrary statutory arrangement is merely 
an administrative expedient to assure the taxing of 
speculative gains at the regular normal and surtax 
rates; but, in effect, it operates as an artificial barrier 
to the conduct of normal business enterprise by en- 
couraging the postponement of transactions until such 
time as is most propitious from a tax standpoint. The 
timing factor thus tends to hinder sales and exchanges, 
thereby retards the general flow of capital, upon which 


depends the reémployment of our national human and 
material resources. 


Another important objection is that capital net losses 
may be used, in effect, to reduce the tax on ordinary 
income and thus operate to decrease federal revenue, 
especially in lean years. 

These objections were the two main criticisms lev- 
celled at the capital gain-and-loss provisions of the pre- 
1930 era, during a period (1924-1929) when the capital 
gains of individuals exceeded capital losses by some 
16 billions of dollars. How much more valid are these 
arguments today in this period of thin markets and 
sluggish business conditions ! 

To remove these objections, the following change 
in the law is recommended: Capital gains and losses 
should be segregated from ordinary income and such 
gains should be taxed independently at a flat moderate 
rate of, say, 1212%, without distinction between short- 
term and long-term holdings, and with a carry-over 
of capital net losses for at least a period of five years. 
It is believed that such a provision in the law will 
greatly improve the income-tax system and that addi- 
tional revenue will result from the increase in normal 
business transactions. 

Inasmuch as the treatment prescribed for corporate 
capital gains and losses in the Internal Revenue Code, 
as amended, corresponds substantially to that provided 
for individual capital gains and losses, we recommend 


that a corresponding change be made in the corporate 
provisions. ' 


Eliminate capital-stock and cxcess-profits taxes: 


This committee has repeatedly advocated the elim- 
ination of the capital-stock tax and the related excess- 
profits tax. These scissor-like taxes, as they are 
sometimes called, are based on guess work, certainly an 
unsound method of taxation. The one blade, adjusted 
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declared value, is an artificial figure, representing an 
official guess of the corporate management and having 
no relationship to actual net worth. Where the guess 
work is inaccurate, the other blade of the scissors 
comes into play and subjects the taxpayer to a high 
excess-profits tax. 


These taxes were marked for repeal by Secretary 
Morgenthau last May when he appeared before the 
House ways and means committee with his tax-revi- 
sion program. Mr. Morgenthau repeated the afore- 
mentioned objection to the taxes and said also: “Their 
major defect is that they operate very erratically. The 
tax liability they impose depends upon the taxpayers’ 
ability to forecast profit for the next three years, as 
well as upon the amount of profit actually realized 
during each of the three years. Forecasts of earnings 
are particularly difficult to make in the case of new 
businesses and those with unstable incomes such as 
the capital-goods industries, with the result that taxes 
imposed on such businesses are at times inordinately 
high.” 

[In considering the Secretary’s proposal, Congress 
thought it unwise to lose the revenue involved by 
repealing the two taxes, but in the 1939 act gave 
corporations the privilege of revising their declared 
values upward for 1939 and 1940. For 1941 the Inter- 
nal Revenue Code already allows a new declared value. 
In effect, Congress has to a large extent removed the 
sting from the excess-profits tax, except for corporate 


taxpayers who make an unlucky guess as to current 
profits. 


In view of the general recognition of the inequities 
inherent in the capital-stock and excess-profits taxes, 
the committee feels that they should be eliminated. 


All expenses incurred in the production of taxable 
income should be allowable deductions: 


Section 23(a)(1) of the present law, like the cor- 
responding section of prior laws, provides for the 
deduction of all ordinary and necessary expenses in- 
curred during the taxable year in carrying on any 
trade or business. This provision should cover the 
deduction of expenses paid or incurred in the produc- 
tion of taxable income, even though such income does 
not arise from the taxpayers’ trade or business. In 
some instances, the Commissioner has disallowed ex- 
penses of this character by placing an unduly narrow 
interpretation on this section of the law. The failure 
to allow such expenses as deductions is contrary to 
sound accounting concepts and the reasonable intent 
of the law, and results, in many cases, in the taxation 
of gross, instead of net, income. 

Your attention is directed to the fact that this rec- 
ommendation had the support of the subcommittee on 
taxation of the House ways and means committee, as 
set forth under the caption of “Other income tax and 
adm‘nistrative changes” of the proposed revisions sub- 


mitted by that committee under date of January 14, 
1938. 


Accordingly, it is again recommended that section 
23(a)(1) be amplified to permit the deduction of all 
ordinary and necessary expenses paid or incurred dur- 


ing the taxable year in the production of taxable 
income. 
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8. The time for filing federal income-tax returns should 
be fixed at the fifteenth day of the fourth month 
following the close of the taxable year: 

Under section 53 of the Internal Revenue Code, 
income-tax returns are required to be filed, as hereto- 
fore, within two and one-half months following the 
close of the taxable year. The Commissioner is em- 
powered, by the same section, to grant reasonable 
extensions of time. 

Experience has shown that many taxpayers, espe- 
cially corporations, cannot gather the necessary data 
for the preparation of returns within the time specified 
by law. Audits of taxpayers’ accounts are not com- 
pleted generally until one or two months after the 
end of the year, and until then the work of collecting 
tax data cannot be started effectively. Moreover, the 
technical complexities of our present income-tax struc- 
ture make it imperative for most taxpayers to give 
extended consideration to tax problems and to secure 
professional aid in their solution. As a result, it is 
rarely possible for returns to be prepared by the due 
date and in many cases it is necessary to obtain exten- 
sions of either one or two months. This is a source 
of expense, inconvenience, and uncertainty to both 
taxpayers and the Treasury Department. 

The annual repetition of extension requests may be 
removed by amending section 53(a)(1) to read as 
follows: 


“(1) General Rule—Returns made on the basis of the calen- 
dar year shall be made on or before the 15th day of 
April following the close of the calendar year. Returns 
made on the basis of a fiscal year shall be made on or 
before the 15th day of the fourth month following the 
close of the fiscal year.” 

In respect of instalment payments, section 56 could 
at the same time be amended to provide for the pay- 
ment of one-quarter of the total tax on or before the 
fifteenth day of the fourth month following the close 
of the taxable year and one-fourth on the fifteenth 
day of the sixth, ninth, and twelfth months. This 
would not lessen the Government’s revenue in any 
fiscal year, and at the same time it would not be 
inequitable to taxpayers. 

It is strongly urged that the changes recommended 
herein be incorporated in the tax law, in order that 
one unnecessary source of friction between the Treas- 


ury Department, taxpayers, and tax practioners be 
removed. 


9. In the interest of a sound, equitable national system, 
we urge (1) taxation of income from future issues 
of Government securities, (2) reduction in “top” sur- 
tax rates, (3) increase in “middle” surtax rates, and 
(4) lowering of exemptions, accompanied by aboli- 
tion of hidden taxes: 

The committee believes that in the various official 

tax studies now being conducted, major attention 

should be given to two related questions: (1) of tax- 
ing future issues of otherwise tax-exempt securities 
and (2) of lowering the “top” surtax rates. These two 
conditions unite to discourage the taking of normal 
business risks by “large wealth.” Because of high 
surtaxes, venture capital is lured into tax-exempt 
securities instead of performing its normal function 
of financing industrial development. Thus new issues 
of industrial equity securities are curtailed, and the 
regular investment market is distorted by the inordi- 
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nate demand for government obligations. It is estimated 
that of more than 19 billion dollars’ worth of state 
and local tax-exempt securities outstanding, over half, 
representing in the main sterile risk capital, is held 
by individuals. 

Stimulation of general economic activity depends 
to a large extent on reversing this process. Not only 
must the use of Government obligations as a haven for 
“large wealth” be made less attractive, but incentive 
must be extended to such wealth to perform its regu- 
lar economic function of supplying risk capital to 
industrial enterprise. Proper reduction of the top sur- 
tax rates will accomplish this latter purpose. 


Late in June, 1939, Mr. John Hanes, as spokesman 
for the Treasury, proposed to the ways and means 
committee that tax-exempt bonds be eliminated and 
that top surtax rates be lowered. Mr. Hanes pointed 
out the adverse effect of both these conditions on risk 
capital, stating: “The attractiveness of tax-exempt 
securities combined with the high surtax rate has 
greatly diminished the willingness of persons with 
large incomes to risk their capital”’ In regard to the 
refunding of existing issues, Mr. Hanes suggested 
that any hardship could be prevented by permitting 
the new obligations to be tax-exempt up to the ma- 
turity date of the obligation being refunded. 

This committee endorses these Treasury recom 
mendations. 

In conjunction with the elimination of tax-exempt 
securities and the lowering of the top surtax brackets, 
consideration should be given to the question of in- 
creasing the rates in the middle brackets. This group 
of taxpayers in the U. S. A. contributes less propor- 
tionately to the national revenue than under similar 
economies abroad. 

The committee favors the lowering of personal ex 
emptions, to the end that taxpayers in the low income 
groups may be made conscious of their contributions 
to the cost of government. Statistics show that about 
96% of Americans of voting age pay no federal income 
tax. A large portion of these individuals are unaware 
of the tribute they pay by way of hidden excise taxes. 
These voters, in considering Government expenditures, 
should be conscious of the share they pay in taxes. 
By lowering the personal exemptions, say from $1,000 
to $500 for single persons, and from $2,500 to $1,000 
for married couples, it is estimated that six million 
more taxpayers would become subject to the direct, 
visible income tax. 

The broadening of the federal income-tax base 
should be accompanied by the abolition of hidden 
excise taxes other than those which clearly relate to 
luxuries. These taxes, being fixed in rate, bear down 
most heavily on the low-income groups, who are blind 
to this imposition. As a class the hidden taxes ignore 
the principle of ability-to-pay. We recommend the 
repeal of these taxes. 


10. Section 3801, dealing with mitigation of effect of 


limitations, is defective and should be revised: 
Section 3801 of the Internal Revenue Code (section 
820 under the 1938 act) is a highly technical provision 
of law intended to remedy a hardship either on the 
taxpayer or on the Government which results from the 
operation of the statute of limitations where incon- 
(Continued on page 661) 
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Lewis Gluick, C. P. A., Shop -Talker 


Ellsworth C. Alvord, attorney at law, Washington, 
D. C., addressed the annual meeting of the Controllers’ 
Institute of America held at the Waldorf-Astoria, New 
York City on October ninth, on the general subject of 
provision and application of the 1939 Revenue Act. 
He gave a technical legal analysis and outlined its 
legal application and effect. He then submitted a 
fiscal program for the Federal Government. 


As a first step in national defense, he recommended 
that fiscal affairs be placed on a sound basis. Second, 
he recommended that a reasonably permanent peace- 
time Revenue Act should be enacted based upon the 
policy that private employment provides the only per- 
manent solution of unemployment; that private enter- 
prise and initiative must be protected and encouraged ; 
that increased industrial activity requires expansion 
and new enterprise; that net return from new and 
venturesome enterprise must be adequate to attract 
private capital; and, that private investment must re- 
place government spending. Only under such policies 
can our revenue system produce maximum yields over 
a period of years; the national income be sufficiently 
increased to provide adequate government revenuc; 
or the federal budget be relieved of heavy demands 
for unemployment relief and for extraordinary govern- 
ment spending. 


He urged that the existing high rates of tax imposed 
upon corporate and individual incomes, capital gains, 
and estates be substantially reduced; that the earned 
income of individuals be taxed at substantially lower 
rates than other forms of income; taxable income be 
computed on the basis of consolidated returns com- 
pulsory for affiliated corporations; that multiple taxa- 
tion of business income from corporate enterprise be 
eliminated and the tax on dividends received by cor- 
porations and the normal tax on dividends received 
by individuals be removed; business losses be carried 
forward as an allowable deduction for at least five 
years; the prior law with respect to employees’ pen- 
sion trusts be restored; reasonable provision for the 
liquidation of personal holding companies; and more 


reasonable methods for taxation of those companies 
which cannot be liquidated. 


The capital stock tax should be repealed and until 
repealed an annual declaration of value be granted. 
Every effort should be made to simplify the law and 
eliminate existing complications. 


Mr. Alvord agreed with the Administration that 
income of future issues of federal, state and municipal 
securities should not be exempt from taxation, but he 
took issue with the Secretary of the Treasury, stating 
that in his opinion the reduction of individual sur- 
taxes should not be dependent upon the adoption of 
this principle. He insisted that a sound fiscal system 
requires adequate control over expenditures, which 
must be kept within the revenue yields of a sound and 
reasonably permanent system of taxation. Congres- 
sional responsibility for expenditures should be united 
with Congressional responsibility for revenue. He 
recommended that each House of Congress create a 
committee on the budget, the membership of which 
will include members responsible for appropriations 
and members responsible for taxation. The annual 
executive budget, containing estimated revenue yields 
and the proposed expenditures for the year should be 
referred to this committee. After appropriate com- 
mittee consideration and full debate, each House of 
Congress should determine and fix the maximum 
amount of expenditures for the year, and require that 
the separate appropriation bills, as well as legislation 
authorizing appropriations, conform to this determi- 
nation. Witha ceiling thus placed upon expenditures, 
an effective control by Congress over both taxation 
and appropriations can be restored and maintained. 

About 350 members and guests heard this talk. 
Many of Mr. Alvord’s suggestions agreed with the 
report of the American Institute of Accountants, which 
appears at page 649 herein. 


* * x 
On November 3 and 4 there will be a tax conference 
at the Massachusetts State College at Amherst. Com- 
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missioner Mark Graves of New York is slated to make 
the chief address. 


World of Tomorrow 


On September 8, the Committee on Accounting 
Machinery, of which we are Chairman, were the guests 
of exhibitors at the World’s Fair. At the conclusion 
of luncheon, we made some remarks. Herewith are 
some excerpts, taxwise : 

“This year, 1939, we take our theme from the New York 


Exposition of the World of Tomorrow. It is my welcome 
task to outline what may be the future of business machinery. 


“Tust how far the punch-card line of development will go 
I won’t even venture to predict. Suffice it to say that the 
remote control system, still so expensively experimental, will 
be perfected. Corporations with far-flung branches and 
agencies will no longer be able to get extensions for filing 
returns (yes, the tax will be with us), because by remote 
control the home office will have daily reports from Ketchi- 
kan, Lhasa and Antartica. All concerns will have adopted 
a natural fiscal year, and will be able to make their returns 
fifteen days after the close of the year, for it will require 
only reading the cumulative registers, and placing them on 
the blanks. 

“Even today, without business machinery, governmental ac- 
counting such as social security would be impossible. Fifty 
vears hence they may have even more governmental work 
of that kind and still too many government clerks working 
even shorter hours, but the product will be far better, more 
comprehensive, and more prompt. Witness the recent pub- 
lication of a monthly statement by the City of New York. 
Sefore La Guardia came in, Duncan McInnes wanted just 
that. But it remained for two members of this 1933 com- 
mittee to install the initial machinery which makes it possible. 

“Adding machines will still be in use in every office, and 
also in every home. I do not think they will be greatly dif- 
ferent from present models. Addition is still the basic action 
in arithmetic, and the mechanics of anything as elementary 
as that will not change much. After all, we accountants 
know that the serpent in Eden was an adder.” 


* *K Xx 


Godfrey N. Nelson refers us to page 472 of our 
August issue wherein we requested that someone 
write an article on reorganizations involving assump- 
tion of liability. He calls our attention to T. D. 4939 
(393 CCH { 6497) with examples. He suggests dis- 
cussion thereof in our columns. All right, readers. 
Discuss! 


Sundries 


When you are having a “hot stove session” this 
winter, get out I. T. 3314, (393 CCH { 6483) and try 
to guess who is the ball plaver who lost the decision 
and what he would like to say to the umpire—we 
mean the conferee. 

D. 4938 should be read concurrently with the 
case of Buck, 40 BTA —, No. 83, (393 CCH § 6496 and 
| 7413). Subject of both is stock rights. 

There is a seeming contradiction between the Scholar- 
ship Endowment case, CCA-10, Sept. 9 (394 CCH 
{ 9689) and E. E. Baker, 40 BTA —, No. 87, (393 
CCH J 7417). Annuity payments in the former made 
the corporation taxable, but in the latter did not destroy 
its exempt status. The factual details “explain” the 
difference. 

We think the Clay decision, 40 BTA --, No. 88, 
(393 CCH § 7418) is common sense. 








Tax Magazine November, 1939 


Reciprocal Taxation of Salaries and Income 
(Continued from page 628) 


benefit derived from the abrogation of the salary exem)p- 
tion is psychological. The growing hostility to public 
employees generated by the feeling that they were a 
privileged class because of the differences in their 
taxable status was not conducive to a healthy state 
in our democracy. This particular justification for 
the abolition of the salary exemption is applicable also 
to the securities exemption. 


I submit that the quality of tax exemption should 
be removed from future issues of government securi- 
ties chiefly for the reason that such exemption is un 
fair and inequitable to the great body of taxpayers 
who for various reasons either do not or cannot avail 
themselves of its advantages and because the exemp 
tion seriously undermines the effectiveness of a pro 
gressive income tax. Whether the principal objective 
of such progression be conceived of as greater equity 
in the allocation of the tax burden, or the equalization 
of inequalities by decreasing the inequality of incomes 
or both, the effect of the exemption is to defeat in part 
the ends of progressive taxation itself. To those who 
do not believe in progression in taxation as a policy, 
this argument will carry no appeal. But the fact must 
be admitted that our nation is now definitely com 
mitted to this policy, the only other major deviation 
from it, viz., the present method of taxing capital 
gains, being rationalized chiefly on the ground of the 
practical necessity of increasing the national income 
by inducements to enterprise capital to emerge from 
hiding. But one tendency of this tax exemption of 
public securities is to keep capital which should be 
financing new enterprises in hiding by providing 
it with an artificial refuge from taxation. 


Value of the Tax Exemption Privilege 


Tax exemption defeats progression because of the 
simple fact that it offers to wealthy persons a lawful 
method of escape from the present high levels of the 
surtax. The higher the income bracket into which « 
taxpayer falls, the greater the incentive becomes t« 
use this method of avoidance. But, as Under Secre 
tary Hanes has well said,?* “The value of the tax 
exemption privilege varies widely among different 
purchasers having different incomes; the cost of ac 


quiring this privilege, on the other hand, i is the same 
to all.” 


If it be said that the present rates of surtax are tov 
high and that it is fortunate wealthy taxpayers have 
this avenue of escape, the answer is that sound demo 
cratic procedure demands that the rate problem be 
attacked openly and directly. If the rates are too 
high, they should be reduced: As one witness at the 
Senate hearing put it,®® “it is not in the interest of 
democratic institutions to allow conditions to exist 
which prevent the enforcement and effectiveness of 
legislative intent. Democracy does not profit from 


the procedure of enacting policies without implementing 
them.” 


(Concluded on page 672) 





*® Hearings, Special Senate Committee on Taxation of Govern 
mental Securities and Salaries, p. 5. 


** Williamson, Hearings, etce., at p. 527 
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STATE TAX CALENDAR 


1939 DECEMBER 1939 


SUN. MON TUE. WED THU. FRI. SAT. 


3456789 
10 11 12 13 1415 16 
17 18 19 20 21 22 23 
4, 25 26 27 28 29 30 


ALABAMA December 15—— 


Gasoline distributors’ reports due. 
Motor carriers’ license fee due. 


December 1 
Automobile dealers’ 


December 10—— 
Automobile dealers’ reports due. 
Aleoholic beverage reports due from distrib- 
utors, retailers and wholesalers. 
December 15—— | 
Gasoline tax reports due from carriers, trans- | 
porters and warehouses. 
Income tax (fourth installment) due. 
Lubricating oil tax reports due from carriers, 
transporters and warehouses. 
December 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and pay- 
ment due. 
Gasoline tax reports and payment due. 
Lubricating oils tax reports and payment due. | 
Sales tax reports and payment due. 
December 31—— 
Carbonie acid gas reports due. 
Last day to pay balance of property tax. | 


reports due. 


Use fuel tax reports and payment due. 
December 20—— 

Beer and wine reports and taxes due. 

Motor carriers’ gross receipts tax due. 


COLORADO 
December 10—— 
| Motor carriers’ reports and taxes due. 
| December 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Income tax (fourth installment) due. 
Sales tax reports and payment due. 
Service tax reports and payment due. 
Use tax reports and payment due. 
December 26—— 
Coal mine owner’s royalty tax due. 
Gasoline tax reports and payment 
December 31—— 
Motor vehicle registration fees due. 


due. 


ARIZONA 

December 15—— 

Gasoline tax reports and payment due. 

Gross income tax reports and payment due. 

Motor carriers’ reports and taxes due. 
December—Third Monday 

Express company gross receipts tax delinquent. 

Private car company taxes delinquent. 
December 26—— 

Motor fuel carriers’ reports and taxes due. 





CONNECTICUT 
December 1 
Gasoline tax due. 
December 15—— 
Gasoline tax reports due. 
December 20—— 
Alcoholic beverage tax reports due. 


ARKANSAS 
December 9—— 
Alcoholic beverage consumers’ sales tax due. 
December 10—— 
Alcoholic beverage reports and taxes due. 


Natural resources—statement of purchases| Filling stations’ gasoline tax reports due. 
due, Income tax (fourth installment) due. 
Natural resources severance tax reports and | December 31 
payment due. Carriers’ gasoline reports due. 
December 15—— 
Sales tax reports and payment due. 
December 20 
Gasoline tax reports and payment due. 
December 31 
Automobile manufacturers’ licenses expire. 
Motor vehicle registration and fees due. 


DELAWARE 
December 15—— 


and manufacturers. 


due. 
DISTRICT OF COLUMBIA 
December 10—— 


manufacturers, retailers and wholesalers. 


Beer reports due from licensed manufacturers 


CALIFORNIA | and wholesalers. 


December 15—— 
Beer tax due. 


| December 31 
Gasoline tax reports and payment 
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December 1—— 
Gasoline tax due. 
December 5—— 


Private car tax due. due. 


Personal income tax (third installment) due. 


Alcoholic beverage reports due from importers | 


Distributors’ gasoline tax reports and payment | 


Alcoholic beverage reports due from licensed 


1939 DECEMBER 1939 


————$—$—$————$———— n= 
SUN. MON TUE. WED THU. FRI. SAT. 
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10 1112 13 1415 16 
17 18 19 20 21 22 23 
*4, 25 26 27 28 29 30 


FLORIDA 
December 10—— 
Alcoholic beverage reports due from dealers 
and manufacturers. 
| December 15—— 
Alcoholic beverage reports due from carriers 
and transporters. 
Chain store gross 
payment due. 
Gasoline tax reports and payment due. 


| 


receipts tax reports and 


| 


GEORGIA 
December 106. 
Tobacco wholesale dealers’ 
December 15—— 
Malt beverage tax reports and payment due. 
| December 20——— 
| Bank share tax becomes delinquent. 
Gasoline tax reports and payment due. 
Intangibles personal property taxes become 
delinquent and interest-bearing. 
Property taxes become delinquent and inter- 
est-bearing. 
December 31 
Chain store and mail order house taxes due. 


reports due. 





IDAHO 
December 10—— 
Beer dealers’ reports due. 
| December 15—— 
Electric power company reports and taxes due. 
Gasoline tax reports and payment due. 
| December—Fourth Monday 
Personal property tax due. 
Property tax (semi-annual installment) due. 


| ILLINOIS 
December 10—— 
| Motor carriers’ mileage tax due. 
| December 15— 
Last day to file alcoholic beverage reports. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s reports on alcoholic bever- 
ages due. 
December 20—— 
Gasoline tax reports and payment due. 
December 30—— 
Transporters’ gasoline tax reports due. 


INDIANA 
| December 15—— 
Bank and trust company intangibles tax re- 
ports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
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December 20—— 


Bank and trust company intangibles tax due. 
Bank share tax due. 


Building and loan association taxes and reports 
due. 


December 26—— 


Gasoline tax reports and payment due. 
December 31—— 


Motor vehicle registration fees due. 



















IOWA 
December 10—— 


Beer tax reports and payment due from class 
“*A’’ permittees. 

































































Carriers’ gasoline tax reports due. 

Motor carriers’ ton-mile tax reports due. 
December 15—— 

Motor carriers’ ton-mile tax due. 
December 20—— 

Gasoline tax reports and payment due. 
























































KANSAS 








December 10—— 
Malt beverage reports and taxes due. 
December 15—— 
Carriers’ gasoline 
due. 
Compensating tax reports and payment due. 
Motor carriers’ gross ton-mileage tax reports 
and payment due. 
December 20 
Bank share tax due. 
Property tax (first installment) due. 
Sales tax reports and payment due. 
December 26—— 
Gasoline tax reports and payment due. 
December 31—— 


Last day for express companies to pay taxes. 














tax reports and payment 































KENTUCKY 





December 10—— 
Alcoholic beverage 
taxes due. 
Alcoholic beverage reports due. 
Cigarette tax reports due. 
Gasoline importers’ and refiners’ tax reports 
and payment due. 
December 15—— 
Motor vehicle fuel (other than gasoline) tax 
reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports and 
payment due. 
December 20—— 
Oil production tax reports and payment due. 
December 31—— 
Dealers’ and transporters’ gasoline tax reports 
and payment due. 





blenders’ and_ rectifiers’ 






















LOUISIANA 
December 1 
Wholesalers’ tobacco report due. 
December 10—— 
Importers’ gasoline tax reports and payment 
due. 
Importers’ kerosene tax reports and payment 
due. 
Importers’ light wine and beer reports due. 
Importers’ lubricating oils reports due. 
December 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wines and beer reports due. 
Carriers’ lubricating oils reports due. 
Intoxicating liquor manufacturers’ and deal- 
ers’ reports due. 
Wholesalers’ 



























tobacco reports due. 









| December 31—— 
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December 20—— December 5—— 


Dealers’ gasoline tax reports and payment due. Factory reports due. 
Dealers’ kerosene tax reports and payment | December 10—— 


due. Admissions tax reports and payment due, 
Light wine and beer manufacturers’ and deal- | December 15—— 


ers’ reports due. Gasoline tax reports and payment due. 
Lubricating oil taxes due; dealers’ reports due. Income tax (fourth installment) due. 
New Orleans sales tax reports and payment Light wines and beer reports due from dis. 


due. tributors, retailers and wholesalers. 
Petroleum solvents reports due. Sales tax reports and payment due. 
Sales tax reports and payment due. Tobacco reports due from distributors, many 
facturers, and wholesalers engaged in inter. 
state commerce. 
Use tax reports and payment due. 


Bank share taxes due. 
Foreign corporations’ reports due. 
Property taxes due. 


| 
Public utilit isi di ti f | 
ublic u supervision and inspection fees 
ono. iis ° MISSOURI 
December 1 
Income tax (fourth installment) due. 
December 5—— 
Non-intoxicating beer permittees’ reports due, 
December 15—— 
Gasoline tax reports due. 


Retail sales tax reports and payment due. 
December 26—— 
Gasoline tax due. 





MAINE 
December 1 
Gasoline tax due. 
December 10—— 
Manufacturers and wholesalers of malt bever- 
ages reports due. 
December 15—— 
Gasoline tax due. 


Railroad and street railroad tax (installment) 
due. 





MONTANA 
December 15—— 
Brewers’ and liquor wholesalers’ tax reports 
due and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
December 20—— 
Crude petroleum reports due from dealers, 
producers, refiners and transporters. 


MARYLAND 
December 10—— 

Admissions tax due. 
December 31. 
Beer tax reports and payment due. 

Gasoline tax reports and payment due. 





NEBRASKA 





December Il 
Domestic insurance company premiums taxes 
due. 
Personal property tax (first installment) due. 
December 15—— 
Alcoholic beverage manufacturers’ and whole- 
sale distributors’ reports due. 
Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 





MASSACHUSETTS 
December 10—— 
Alcoholic beverage tax reports and payment 
due. 
December 15—— 
Cigarette distributors’ 
ment due. 
December 31—— 
Gasoline tax reports and payment due. 
Motor vehicle registration and fees due. 


NEVADA 
December—First Monday—— 
Property tax due. 
December 15—— 
Carriers’ gasoline tax reports due. 
December 26—— 
Dealers’ gasoline tax reports and payment due. 
Fuel users’ tax reports and payment due. 


tax reports and pay- 


NEW HAMPSHIRE 
MICHIGAN December 1 


Gasoline tax due. 





December 1 
Gas and oil severance tax reports and pay- 
ment due. 


Steam vessel tonnage tax returns and payment 
due. 
December 5—— 
Carriers’ gasoline tax reports due. 
December 15—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
December 20—— 


Distributors’ gasoline tax reports and payment 








due. 
7 December 10—— 
MINNESOTA | Manufacturers’, wholesalers’ and permittees’ 
December 10—— alcoholic beverage reports due; permittees 
Brewers’, manufacturers’ and wholesalers’ al- 


payment due. 
December 15—— 
Gasoline tax reports due. 


coholic beverage reports due. 
December 15—— 
Interstate motor carriers’ mileage tax due. 
December 26—— 


Gasoline tax due. NEW JERSEY 


December 1—— 
Public utilities using the streets—third install- 
ment of tax due. 
December 10—— 
Bank share tax due. Busses in municipalities—gross 
Electric light and power, express, pipe line, | ports and taxes due. 





MISSISSIPPI | 
December 1—— 
receipts re- 


railroad, sleeping car, telegraph and tele- Interstate busses—excise tax reports and pay- 
phone company taxes due. ment due. 
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December 15—— 

Alcoholic beverage reports due. 

mecember 30-—— 

carriers’ gasoline tax reports due. 

mecember 31 

Distributors’ gasoline tax reports and pay- 
ment due. 














NEW MEXICO 





December 1 
Bank tax delinquent. 
Property tax (semi-annual installment) due. 
December 15—— 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports due. 
Severance tax reports and payment due. 
December 20—— 
Motor carriers’ reports and taxes due. 
December—Third Monday—— 
Last day to pay express company taxes. 
December 26—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and payment 
due. 















NEW YORK 
December 20-—— 
Alcoholic beverage taxes- and reports due. 
December 26—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax re- 
turns and payment due. 
Public utility additional taxes and reports due. 
December 31 
Gasoline tax reports and payment due. 




























NORTH CAROLINA 
December 10 
Alcoholic beverage tax and railroad report 
due. 
Carriers’ gasoline tax reports due. 
December 15—— 
Compensation use tax monthly report and tax 
due. 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
December 20. 
Distributors’ gasoline tax reports and payment 
due. 
Franchise bus carriers’ and franchise haulers’ 
monthly reports and taxes due, 















NORTH DAKOTA 
December 15—— 
Alcoholic beverage transactions tax reports 
and payment due. 
Gasoline tax reports and payment due. 
Income tax (fourth installment) due. 
Interstate motor carriers’ taxes due. 






















December 31—— 
Bank share tax due. 
Telephone corporation taxes due. 











OHIO 
December 10-—— 
Admissions tax reports and payment due. 
Alcoholic beverage reports due from class ‘‘A’”’ 
and ‘‘B’’ permittees. 
December 15—— 
Use tax on cigarettes and report due. 
Utility excise taxes become delinquent. 
December 20-—— 
Dealers’ gasoline tax reports due. 
Public utility property tax (semi-annual in- 
stallment) due. 
Real property tax (semi-annual installment) 
due, 











December 30—— 


December 31—— 


December 5—— 


December 10—— 


December 15—— 


December 20—— 


December 1 


December 10—— 


December 15—— 





STATE TAX CALENDAR 659 


TENNESSEE 
December—— 
Cottonseed oil mill reports due during month. 
December 1—— 
Cigarette and tobacco monthly license tax re- 
port due. 


Carriers’ gasoline tax reports due. 


Gasoline tax due. 


OKLAHOMA 


December 1—— 


Oil, gas and mineral gross production reports 
and payment due. 


Operators’ reports of mines other than coal 
due. | 


Airports’ gross receipts tax reports and pay- 
ment due. 

Alcoholic beverage tax reports and payment 
due. 








Gasoline tax and reports due. 
Motor carriers’ mileage taxes due. 
Sales tax reports and payment due. 


December 10—— 

Barrel tax on beer due. 

Carriers’ gasoline tax reports due. 

Last day to make alcoholic beverage reports, 
December 20—— 

Distributors’ gasoline tax reports and payment 

due. 
Liquid carbonic acid gas report and tax due. 


Coal mine operators’ reports due. 
Diesel fuel oil tax reports and payment due. 
Use tax reports and payment due. 


OREGON 





TEXAS 
Special motor carriers’ fees due. December 10—— 
Cigarette distributors’ reports due. 
December 15—— 
Oleomargarine dealers’ tax reports and pay- 
ment due. 
December 20—— 
Gasoline tax reports and payment due. 
December 26—— 
Carbon black production tax reports and pay- 
ment due. 
Natural gas production tax reports and pay- 
ment due. 
Oil production tax reports and payment due. 
Theatre prizes and awards tax reports and 
payment due. 
December 31—— 
Chain store tax due. 


Oil production tax reports and payment due. 





December 15—— 
Property tax (quarterly installment) due. 
December 20—— 
Alcoholic beverage tax reports and payment | December 10—— 
due. Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. Liquor licensee reports due. 
Motor carriers’ reports and taxes due. December 15—— 
Distributors’ and retailers’ 
ports and payment due. 


UTAH 


gasoline tax re- 


sieeeentees Excise (income) tax (fourth installment) due. 
December 10—— 
Importers’ spirituous and vinous liquor re- _ i 
ports due. VERMONT 


December 10. 
Alcoholic beverage tax reports and payment 
due. 
December 15—— 
Electric light and power company reports and 





Malt beverage reports due. 
December 15—— 
Manufacturers’ alcoholic beverage tax reports 
and payment due. 
December 31 








e taxes due. 
Gasoline tax reports and payment due. Personal income tax (fourth installment) due. 
December 31 
RHODE ISLAND Dining, parlor and sleeping car company taxes 
December 10 due. 





Manufacturers’ alcoholic beverage tax reports| Gasoline tax reports and payment due. 


due. 
VIRGINIA 
Gasoline tax reports and payment due. December 5—— 
Individual income tax due. 
Last day to pay property tax. 
December 10—— 
Beer dealers’, bottlers’ and manufacturers’ re- 
ports due. 
December 20—— 
Gasoline tax reports and payment due. 
December 31 
Wholesale and retail merchants’ license taxes 
due. 


SOUTH CAROLINA 


December 10—— 
Admissions tax reports and payment due. 
Last day to make power tax return and pay- 
ment. 
December 20—— 
Gasoline tax reports and payment due. 
December 31 
Property tax installment due. 
Utilities’ property statements due. 








WASHINGTON 
December 10—— 
Brewers’ and manufacturers’ 
reports due. 
December 15—— 
Butter substitutes reports and taxes due. 
Gasoline tax reports and payment due. 


WEST VIRGINIA 


malt products 
SOUTH DAKOTA 


December 1—— 
Taxes due from motor carriers of passengers. 
December 15—— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


December 10. 
Alcoholic beverage tax reports and payment due, 
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December 15—— 


December 31 
Sales tax reports and payment due. 


Privilege dividend tax due. 





December 30 
Gasoline tax reports and payment due. 





WYOMING 
December |—— 
Moetalliferous miners’ reports due. 
December 10 
Carriers’ gasoline tax reports due. 
December 15—— 





WISCONSIN 
December 16 
Alcoholic beverage tax reports due. 
December 20 | 
(jasoline tax reports and payment due. 








Use tax reports and payment due. 
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Gasoline tax reports and payment due. 
Sales tax reports and payment due. 



































To Us For 


This Booklet 









If you want to combine the utmost in speed and 


accuracy—this booklet was written for you. 


It describes a service which not only considers your 


convenience but which combines simplicity with 





utility. 


lt explains why Shepard's is so dependable that 


every good law library and law office consider it 
indispensable. 


It shows you how this service will meet your require- 
ments—regardless of how exacting you may be— 


and the economical way in which it is kept up to 
date. 











The Frank Shepard Company 
76-88 Lafayette Street, New York 







Please send me a complimentary copy of “How To Use Shepard's 
Citations’. 
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December 20 
Motor carriers’ taxes and reports due, 
December 31 
Public utility taxes due. 








FEDERAL 
December 15—— 

Corporation income tax and excess profits tay 
return due for fiscal year ended Septemty 
30. Form 1120. 

Entire income-excess profits tax or first qua) 
terly installment due on returns for fisc; 
year ended September 30. Forms 1040, 104; 
1120, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general exten 
sion (citizens abroad, ete.) for fiscal yea, 
ended June 30, with interest at 6% from 
September 15 on first installment. Form 
1040 or 1120. 

Entire income tax or first quarterly install. 
ment due on returns of nonresidents fo; 
fiscal year ended June 30. Forms 104) 
1120NB. 

Fiduciary income tax return due for 
year ended September 30. Form 1041, 

Foreign partnership return of income due }\ 
general extension for fiscal year ended June 
30. Form 1065. 

Individual income tax return due by genera! 
extension for fiscal year ended June 30, in 
case of American citizens abroad. Forn 
1040. 

Individual income tax return due for fiscai 
year ended September 30. Form 1040. 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year ended 
September 30, 1938. Forms 1040B, 1040NB 
1040NB-a, 1120NB. 

Life insurance company income tax return 
due for fiscal year ended September 3). 
Form 1120L. 

Monthly information return of stockholders 
and directors of foreign personal holding 
companies due for November. Form 957. 

Nonresident alien individual income tax re 
turn due for fiscal year ended June 3). 
Form 1040B. 

Nonresident alien individual income tax re 
turn due (no U. S. business or office) for 
fiscal year ended June 30. Form 1040NB. 

Nonresident foreign corporation income tax 
return due for fiscal year ended June 3v. 
Form 1120NB. 

Partnership return of income due for fiscal 
year ended September 30. Form 1065. 

Personal holding company returns due for 
fiscal year ended September 30. Form 1120H. 

Resident foreign corporations and domestic 
corporations with business and books abroad 
or principal income from U. S. possessions 
—returns due for fiscal year ended June 3) 
by general extension. Form 1120. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended June 3V. 
Forms 1040, 1041, 1120, 1120H, 1120L. 

Second quarterly income tax payment due on 
returns of nonresidents for year ended 
March 31, 1939. Forms 1040B, 1120NB. 

Stockbrokers’ monthly return of stamp ac 
count due for November. Form 838. 

Third quarterly income-excess profits tax pay- 
ment due for year ended March 31, 193° 
Forms 1040, 1041, 1120, 1120H, 1120L. 

December 20—— 

Monthly information return of ownership cer- 
tificates and income tax to be paid at source 
on bonds due for November. Form 1012. 

December 31—— 

Admissions, dues and safety deposit box rent 
als tax due for November. Form 729. 

Excise tax on electrical energy, telegraph and 
telephone facilities and transportation of oil 
by pipe line due for November. Form 72. 

Excise tax on lubricating oils, fancy wooden 
matches, and gasoline due for November 
Form 726. 

Excise taxes on sales due for November. Form 
728. 

Processing tax on olls due for November. 
Form 932. 

Sugar (manufactured) tax due for November. 
Form 1 (Sugar). 
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sistent treatment has been accorded an item in 
different taxable years. Many accountants favor strik- 
ing the section from the law until it can be redrafted. 
The committee viewing the section in a constructive 
spirit, believes the section should be retained, but that 
its obvious deficiencies should be remedied. 

The section fails of its purpose if it begets new in- 
consistencies or accentuates old ones. Yet that seems 
to be the result of the section as now drafted, by 
reason of the omission to authorize adjustments in 
one of the most flagrant and disturbing types of in- 
consistencies, namely, the double disallowance of de- 
ductions. 

Furthermore, in restricting the general scope of the 
section to cases covered by closing agreements, refund 
claims, or judicial determinations, there are excluded 
automatically a very large portion of all returns filed. 
In most cases, there is no closing agreement, refund 
claim, or judicial contest. The tax liability i is closed 
either by the acceptance of the return or the voluntary 
acknowledgment of additional tax or refund, and ulti- 
mately, by the running of the statute of limitations. 
Yet, if there be double inclusion or exclusion of income 
or other inconsistency, there is no less occasion for 
adjustment than in cases falling within the limited 
scope prescribed by the statute. 

The inevitable effect of the present requirements is 
to force cases to the Board or to the courts, when 
inconsistencies are involved. This will continue to 
engender strife unnecessarily. Moreover, it endangers 
the whole fabric of case settlements, especially in cases 
where the issues are not clear and a lump sum of tax 
is agreed upon. Such settlements are unwise and erect 
dangerous precedents to the extent that they dispose 
of items in a manner inconsistent with other years. 

Finally, section 3801 induces adjustment in the lia- 
bility of one taxpayer for inconsistencies of a related 
taxpayer. The occasion for this in certain situations 
is recognized, but surely the repercussion should ex- 
pressly be confined (except in the husband-and-wife 
status) solely to transactions growing out of the rela- 
tionship, and possible only by reason of the existence 
of the relationship. The Commissioner’s interpreta- 
tion of this section as promulgated in T. D. 4856 rec- 
ognizes no such limitation. 


ll. Section 3604 concerning 
should be repealed 

Section 3604 of the Internal Revenue Code, in re- 
quiring information returns with respect to foreign 
corporations, imposes an unreasonable and repugnant 
burden upon professional accountants, undermining 
the confidential relationship between accountant and 
client. The interests of all will be served best by fos- 
tering a forthright relationship between the accountant 
and his client in determining sound and ethical pro- 
cedure. 

The provision also injects an insidious and incon- 
sistent form of espionage into the administration of 
the law, which is particularly repulsive to an honorable 
profession. 

Section 3604 calls for comprehensive returns of in- 
formation by accountants in connection with the for- 


foreign corporations 
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mation, organization, or reorganization of foreign 
corporations. The language of the law itself is am- 
biguous, and the regulations thereunder imply an 
extension of the requirements to include information 
concerning proposed transactions in addition to con- 
summated incorporations or reorganizations. The 
hypothetical questions provided in the regulations and 
in the related form 959 call upon accountants to divine 
the intent of clients. Furthermore, where does mere 
conversation end, and advice and counsel begin? 


The obvious and simple manner in which the de- 
sired information should be obtained is by means of 
questions on the regular tax-return forms, with ref- 
erence to such matters as would be disclosed by the 
information returns now required to be filed by ac- 
countants pursuant to the provisions of section 3004, 
augmented, if need be, by special information returns 
by the officers, directors, and stockholders directly 
concerned in such matters. The Government should 
not resort to reports of indirect informants. 


Immediately upon the proposal of this provision in 
the revenue bill of 1937, the Committee registered its 
objections. We again strongly urge the repeal of 
section 3604. 


12. Cancellation of indebtedness should not result in 
taxable income when debtor is insolvent: 


Article 22(a)-14 of Regulations 101 provides in part 
that income is realized by a taxpayer by virtue of the 
discharge of his indebtedness as a result of an adjudi- 
cation in bankruptcy, or by virtue of an agreement 
among his creditors, if immediately thereafter the value 
of his assets exceeds the amount of the taxpayer’s re- 
maining liabilities. This rule has long operated to 
discourage the rehabilitation of financially embarrassed 
and insolvent taxpayers, especially w here restoration 
of solvency involved substantial income-tax liability. 

As it relates to bankrupt taxpayers, this inequitable 
condition was corrected by section 268 of the national 
bankruptcy act, as amended June 22, 1938. Section 
268 provides that no taxable income is realized by a 
taxpayer in the case of cancellation or reduction of 
his indebtedness under a plan of corporate reorganiza- 
tion, a composition agreement, a real-property ar- 
rangement, or a wage-earner’s plan confirmed by a 
court as provided under the act. 

There is no logical reason why this provision should 
not be embodied in the revenue law and applied to all 
insolvent taxpayers, whether going under formal bank- 
ruptcy proceedings or reorganizing with the help of 
creditors independently of the bankruptcy act. 

Accordingly, it is recommended that a provision be 
inserted in the revenue act to the effect that there 
shall not be included in gross income indebtedness 
cancelled, in whole or in part, as a result of an adjudi- 
cation in bankruptcy, or by virtue of an agreement 
with one or all of the creditors, if immediately before 
cancellation the debtor’s liabilities exceed the value of 
his assets. 

In connection with the national bankruptcy act, as 
amended, it should be pointed out that a disconcerting 
inequity has appeared in section 270 thereof, relating 
to the “basis” of the debtor’s property after cancella- 
tion of indebtedness under the act. Section 270 pro- 
vides in general that the basis of the debtor’s property 
(other than money) shall be reduced by the amount 
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ot the indebtedness which has been cancelled or re- 
duced in the proceeding. This provision is unduly 
broad and will serve to vitiate the mitigating effect of 
section 268 of the same act. 

Prior to the 1938 amendments to the national bank- 
ruptcy act, several forms of cancellation of indebted- 
ness arising out of adjudication in bankruptcy would 
not have been taxable under the revenue act in any 
event. For instance, the conversion of indebtedness 
into stock or the cancellation of indebtedness by a 
stockholder would not have resulted in taxable in- 
come to the debtor. Moreover, the Board of Tax Ap- 
peals has held in several decisions covering the purchase 
by corporations of their own bonds that if actual asset 

values (rather than book values) are less than liabili- 
ties (both before and after repurchase transaction), 
gain realized on the repurchase transaction is not tax- 
able. According to the Board decision, taxable income 
is realized only to the extent that assets are freed from 
the claims of creditors; to the extent that no assets 
are freed, no income is realized. To require reduction 
in basis in those cases where no income is realized in 
any event, is to sabotage the spirit of the 1938 national 
bankruptcy act amendments which were designed not 
to penalize, but to relieve debt-ridden corporations. 
By reducing the base, all of the intended benefit is 
vitiated. 

As section 270 of the act now reads, debt-ridden 

corporations, because of reduced bases for deprecia- 
tion, or for gain or loss, will in a great many instances 
suffer greater hardships than under the prior law. In 
order that the relief purposes of the national bank- 
ruptcy act amendments may be effectively carried out, 
it is recommended that the following qualify’ ing clause 
be added to the first sentence of section 270: “which 
cancellation or reduction but for the provisions of 
section 268 would have resulted in taxable income.” 
Thus, the first sentence of section 270 might read as 
follows: 
; , the basis of debtor’s property (other than money), 
or of property (other than money) transferred to any person 
required to use the debtor’s basis in whole or in part, shall, 
for the purposes of any federal or state law imposing a tax 
upon income, be decreased by an amount equal to the amount 
by which the debtor's indebtedness, not including accrued 
interest unpaid and not resulting in a tax benefit on any 
income-tax return, has been cancelled or reduced in a pro- 
ceeding under this chapter, which cancellation or reduction 
but for the provisions of section 268 would have resulted im 
taxable income. 

A requirement similar to section 270 of the national 
bankruptcy act has been included in section 215 of the 
revenue act of 1939. Section 215 provides that where 
a corporation is in an “unsound financial condition,’ 
it may under certain limited conditions discharge at a 
gain its outstanding indebtedness, including indebted- 
ness which it may have assumed, without incurring 
taxable income. The section also provides that the 
discount which is excluded from taxable income “be 
applied in reduction of the basis of any property held 
(whether before or after the time of discharge) by the 
taxpayer during any portion of the taxable vear in 
which such discharge occurred.” 

As pointed out above in regard to section 270 of the 
national bankruptcy act, there are many instances 
where cancellation of indebtedness would not have 
resulted in taxable income in any event. To require 
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adjustment of basis in these cases may, in effect, tax 
what is not income, through reduced depreciation 
allowances or through increased gain or decreased 
loss in the case of subsequent sale or exchange. We 
recommend, therefore, that the requirements of sec- 
tion 215 be amended so that reduction of basis will be 
required only to the extent that the discount realized 
on the discharge of indebtedness would have represen- 
ted taxable income prior to the enactment of section 215. 

It should be noted, furthermore, that section 268 of 
the bankruptcy act comprehends “indebtedness on 
open account,” and properly so. Section 215 of the 
revenue act of 1939 should be brought into conformity 
in this respect. 


13. Land used in trade or business should be excluded 
from definition of capital assets: 

Section 117(a)(1) of the Internal Revenue Code 
excludes from the definition of capital assets: “Prop- 
erty, used in the trade or business, of a character 
which is subject to the allowance for depreciation pro- 
vided in section 23(1).” It is strongly urged that the 
land upon which such depreciable property stands 
likewise be excluded from the statutory definition. 
Land and the building attached thereto generally are 
considered to be one asset, and almost any transaction 
which could result in capital gain or loss would in- 
volve the sale or exchange of the land and building 
together. There is no logical ground for holding that 
buildings used in trade or business, and the land upon 
which the buildings stand, belong i in different cate 
gories. 

To remedy this objection, it is suggested that section 
117(a)(1) be amended to exclude from the definition 
of capital assets “property (including land) held for 
productive use in the trade or business.” 


I4. Excess depreciation not “beneficially allowed” 
should be ignored in determining basis of depre- 
ciable property: 

In recent years the Treasury Department has sub 
jected depreciation deductions to close scrutiny, and 
in many cases has required the use of lower annual 
rates. Throughout the depression, a large number o! 
companies operated at a loss; but in accordance with 
correct accounting principles, consistently maintained, 
continued during those years of loss to compute depre- 
ciation at established rates. Upon the return of profit- 
able years, the Treasury Department has often required 
such taxpayers to use lower rates, without permitting 
retroactive application, with the result that the tax- 
payer is required to reduce the depreciable basis ot 
his property by the excess depreciation taken in the 
years of net loss. Such excess depreciation clearly has 
not been “beneficially allowed” and the taxpayer should 
be permitted to add it back to the basis of the depre- 
ciable property. 

We repeat our recommendation, therefore, that sec- 
tion 113(b)(1)(B) of the Internal Revenue Code be 
amended to provide that in determining the basis of 
depreciable assets, adjustment should be made for de- 
preciation “allowed or allowable,” except that where 
depreciation rates are revised downward by the De 
partment, excess depreciation taken in years of net 
loss and not “beneficially allowed” for tax purposes. 
should be ignored. 
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As a matter of sound economic policy, there should 
be a deliberate tendency to liberalize the tax allow- 
— for depreciation. A study of the Swedish system 
f “free depreciation” under which rates set by the 
ete and consistently maintained, are accepted 
by the taxing authorities without question, will point- 
edly demonstrate the long-range soundness of such a 
policy. One of the strong deterrents to the replace- 
ment of obsolete equipment is the fact that there must 
he a reasonable recovery of the cost of investment 
through depreciation before the abandonment of 
equipment may be justified from an operating stand- 
point. Business should be encouraged to accelerate 
the amortization of capital facilities beyond the or- 
dinary “useful life” theory, commensurate with the 
trend of technological development ant financial 
ability. 


15. Where loss results in transaction between persons 
to whom losses are disallowed, basis of property 
should be transferor’s basis: 

Section 24(b) of the Internal Revenue Code pro- 
vides for the disallowance of losses from sales or ex- 
changes of property between closely allied individuals, 
corporations, and fiduciaries. It appears, however, that 
the basis of the property to the purchaser is the price 
paid in the non-recognized transaction. This offends 
the general theory of the effect of transactions result- 
ing in no recognized loss. Provision should be made 
in the law that in such cases the basis and time period 
of the capital assets in the hands of the vendor shall 
be continued in the hands of the vendee. 





16. Use of average method, particularly where iden- 
tification is impossible: 

The general rule, as stated in Article 22(a)-8 of 
Regulations 101, is that when shares of stock are sold 
from lots purchased at different dates or at different 
prices, and the identity of the lots cannot be deter 
mined, the stock sold shall be charged against the 
earliest purchases of such stock. In the case of split- 
ups, stock dividends, reorganizations, and other capi- 
tal changes, especially where securities were acquired 
in many separate transactions over a period of time, 
the “first-in, first-out” rule has required complex rec- 
ord keeping and accounting. 

There seems to be no reason why matters cannot 
he simplified by requiring the use of the “average” 
method where identification is not possible. The ‘“aver- 
age” rule is practicable, is preferred from an account- 
ing standpoint, and in the case of reorganizations has 
heen approved by the Board of Tax Appeals and the 
courts. 

Accordingly, it is again recommended that the 
“average” method be approved under any circum- 
stances, instead of the “first-in, first-out” method, and 


be required where the identity of lots cannot be de- 
termined. 


17. Where redemption of stock is held in effect a tax- 
able dividend, basis of stock to stockholders should 
be applied against (1) dividend or (2) other hold- 
ings in the corporation: 

Where stock is redeemed, and it is held under Sec- 
tion 115(g) of the Internal Revenue Code that the 
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redemption is in effect the distribution of a taxable 
dividend, it should follow that the basis, if any, of the 
stock in the hands of the stockholders should either 
be deducted from the dividend, or, more logically, be 
applied to the other holdings of stock in the corpora- 
tion. For example, if stock is bought for $1,000 and a 
100% stock dividend is declared and subsequently the 
dividend stock is redeemed, the $1,000 base should 
continue in the original stock. Apportionment made 
at the time of the declaration of the stock dividend is 
obviously undone when a redemption is held to be a 
dividend. This restoration of original basis is not 
covered in the law at present, and there is considera- 
ble doubt as to just what the situation would be. The 
problem is altogether complicated when the stock is- 
sued as a dividend is acquired by a third party for 
cash and this purchase constitutes the sole holdings 
of the third party. When the redemption of such 
stock is held to be a dividend, the third party’s stock 
basis evaporates. He should be permitted either to 
offset it against the dividend or to consider it as a 
loss. 


18. Basis of property devised, where estate is computed 
on values one year after death, should be value upon 
which estate tax is computed: 


Prior to the revenue act of 1935, an executor could 
value an estate only as of the date of death. An amend- 
ment of section 302 of the revenue act of 1926 by the 
1935 act, however, gives the executor an election with 
respect to the time as of which the property included 
in the gross estate may be valued. Under the amend- 
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ment, the executor may now value the estate as of the 
date of death or as of the date one year after the 
decedent’s death. 

For income-tax purposes, the Code (section 113 
(a)(5)) says that the basis of property transmitted at 
death is the value at time of acquisition. In inter- 
preting section 113(a)(5), the regulations hold that 
the time of acquisition of such property is the death 
of the decedent, and its basis is the fair market value 
at the time of the decedent’s death. The regulations 
also state that the value of property as of the date of 
death as appraised for the purpose of the federal estate 
tax shall be deemed to be its fair market value at the 
time of the death of the decedent. However, the regu- 
lations continue, if the property is not appraised as 
of the date of death for federal estate tax purposes; 
the basis of the property for income-tax purposes shall 
be the value as appraised as of the date of death for 
the purpose of state inheritance or transmission taxes. 

Under the interpretation, if the executor chooses to 
value the estate, for estate-tax purposes, as of one year 
after the decedent’s death, that value cannot be used 
as the basis for gain or loss on subsequent disposition 
of the property. In such a case, the value at the date 
of death as appraised for state death taxes shall be 
deemed to be the fair market value at the time of the 
death of the decedent. 


From the standpoint of equitable treatment, it is 
not sound that one value should be used for estate-tax 
purposes and an entirely different value for income- 
tax purposes. Consistency of treatment should be the 
paramount consideration and, accordingly, it is rec- 
ommended that the condition be rectified in the law, 
by prescribing that the basis of property devised shall 
be the value upon which the estate tax is computed. 


19. Worthless corporate obligations and stocks should 
be excluded from capital losses: 

Sections 23(g) and 23(k) of the revenue act of 1938 
established a revised treatment for uncollectible cor- 
porate obligations and worthless stocks, which the 
committee deems unsound. This treatment has been 
continued in the Internal Revenue Code. 

Inherently, capital losses arise from sales and ex- 
changes which differ widely from losses occurring 
through worthlessness. The one lies within the con- 
trol of the taxpayer; he may or may not sell or ex- 
change, as he pleases. In the other case the result 
is involuntary and clearly beyond the control of the 
taxpayer. This difference justifies a distinction in 
the effect upon taxable income. 

The result of the committee’s questionnaire last 
summer disclosed a preponderance of opinion among 
accountants in favor of maintaining the distinction 
between the two types of losses. Accordingly, we 
again urge the restoration of the sound treatment 
previously accorded such losses. 


20. Omit the requirement that debts ascertained to be 
worthless must be charged off within the taxable 
year, and expand section 3801 to cover outlawed 
bad-debt deductions: 


Under section 23 (k) of the Internal Revenue Code, 
bad debts to be deductible must not only be ascer- 
tained to be worthless during the taxable vear, but 
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must also be written off during the year. Worthless- 
ness is a question of fact. It may be clear in some 
instances exactly when a debt becomes worthless, but 
in a majority of cases the exact point of time when 
worthlessness occurs is far from certain. 

Conservative accounting practice very often re- 
quires the charge-off of doubtful accounts before they 
may actually become worthless for tax purposes, and 
under such circumstances it is questionable whether 
under the law the debt so charged off is ever deduct 
ible, as the required conditions—charge- off and ascer- 
tainment of worthlessness—have not both occurred 
in the same year. Moreover, it is alleged repeatedly 
that the Department regards bad- debt deductions 
from a prejudiced nate. and invariably deter- 
mines that the debt became worthless in some year 
other than the taxable year—usually a year barred by 
the statute of limitations, a year in which the tax- 
payer had no income, a year in which the taxpayer 
was in a lower tax bracket, or a year in which the 
taxpayer could not comply with the write-off require- 
ment. Under such circumstances, the taxpayer never 
will get the benefit of the deduction. 


To remedy this situation, section 23 (k) should be 
revised to omit the rigid requirement that debts must 
have been charged off in the year ultimately deter- 
mined to be the year of loss in order to constitute 
an allowable deduction. In addition, section 3801 of 
the Code, providing for mitigation of the effect of the 
statute of limitations, should be expanded to cover 
situations arising out of the denial of bad-debt deduc- 
tions on the ground that worthlessness occurred 1 
an outlawed year. 


21. .tdministration of worthless stock provision should 
be liberalized: 

The administration of section 23 (g) of the Internal 
Revenue Code, regarding losses from worthless stocks, 
has been very unsatisfactory. As in the case of un 
collectible debts, discussed immediately above, it 1s 
alleged that the Department invariably determines 
that the stock becomes worthless in some year other 
than the taxable year. If the year of final determina- 
tion is outlawed by the statute of limitations, the 
taxpayer loses the deduction entirely, as this situation 
is not covered by section 3801, providing for mitiga- 
tion of the effect of the statute of limitations. From 
the standpoint of equity, relief should be granted tax- 
payers who make their determinations of worthless- 
ness in a reasonable manner. 


One method to accomplish this would be to expand 
the time, within which a worthless stock loss may be 
claimed, to a spread of five years which would in- 
clude the two years before, the two years after, and 
the year of occurrence of the event which clearly 
establishes worthlessness. 

Another solution is to broaden the scope of sec 
tion 3801 of the Internal Revenue Code to permit a 
“corrective adjustment” in the case of worthless stock 
deductions disallowed in the current year and “deter- 
mined” as belonging in a year now outlawed. 


22. Mortgagee’s loss should be considered bad debt: 


Where a mortgage is foreclosed and the creditor 


bids in the property at a price below the face amount 


of the mortgage, the difference, if uncollectible, may 
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be written off as a bad debt. However, in connection 
with the voluntary surrender of property in lieu of 
foreclosure, the Commissioner has ruled (in I. T. 3121, 
(1937) XVI-40-8952) : 

“Where a debt secured by a mortgage is compromised by 
the debtor transferring title to the mortgaged property to 
the creditor in exchange for a release of the debtor from his 
obligation to the creditor, the loss, if any, sustained by the 
creditor is to be treated as arising from a sale or exchange 
of a. capital-asset. ....” 

In this ruling the Commissioner has seized upon a 
mere difference in form between forcelosure proceed- 
ings and the voluntary surrender of property in pay- 
ment of a debt. Both transactions are the same in 
substance and, viewed from a practical angle, it is 
immaterial whether the property is forcibly taken in 
payment of a debt or voluntarily given. No “sale or 
exchange” occurs in either instance. In both cases 
the relationship between mortgagor and mortgagee is 
that of rele tig! and creditor, not of vendor and vendee, 
and since in the one case the creditor is permitted a 
bad debt loss, there is no reason why the same priv- 
ilege should be denied in the other. To exalt form 
above substance in this instance is to penalize severely 
creditors who seek to avoid the expense of foreclosure 
action by arranging with cooperative debtors the vol- 
untary surrender of the mortgaged property. This 
injustice should be remedied. 

23. Treasury Department should publish the year in 
which securities are held worthless : 


To facilitate matters for taxpayers, and to reduce 
controversy to a minimum, as soon as a conclusion 
regarding any security is reached by the securities- 
valuation section of the Department, a statement of 
the year in which it is deductible should be published 
in the Internal Revenue bulletin service. Also, it 
would be helpful if a special bulletin were published 
by the Treasury Department indicating the year in 
which securities previously ruled to be worthless, 
were held deductible. 


24. Corporate deduction for contributions should be 
broadened : 


Section 23 (a) (2) of the revenue act of 1938 
introduced a new limitation on the deduction of contribu- 
tions by corporations. This limitation has been con- 
tinued in the Internal Revenue Code. Section 23 (a) (2) 
provides that no contributions in excess of the five per 
cent allowable under section 23 (q), shall be deduct- 
ible by a corporation as “ordinary and necessary 
business expenses.” 


The report of the House ways and means com- 
mittee on the 1938 bill makes it clear that it was not 
the intent of Congress to limit the deduction of cor- 
porate payments to charitable organizations, where 
the payments made are not purely contributions or 
gifts. An example is given therein of a mining com- 
pany making payment to a local hospital in consid- 
eration of the hospital assuming an obligation to 
provide services for employees of the company. Such 
payments would be deductible, the report indicates, 
as they are not contributions. 


Generally speaking, however, the distinction be- 
tween payments made to an exempt organization for 
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a valuable consideration and those made without such 
consideration, cannot be sharply drawn in the case 
of a corporation. Payments made to charitable or- 
ganizations by business corporations generally in- 
volve a quid pro quo, even though the transaction is 
more complex than the simple example cited by the 
House committee. Viewed realistically, contributions 
made by corporations, with very few exceptions, have 
a promotional motive, and are, therefore, ordinary 
and necessary expenses of the business, which should 
be allowed in full. 


Section 23 (a) (2) of the Internal Revenue Code 
is unfair to business corporations and to charitable 
organizations; it is also contrary to public interest 
and benefit. Increasing litigations and conflicts be- 
tween the Treasury Department and taxpayers will 
probably result from this subsection, as the question 
of whether a payment has a “valuable consideration” 
is extremely difficult to determine. 


For these reasons it is again recommended that sec- 
tion 23 (a) (2) be repealed. 


25. Credit for foreign income taxes should be revised : 

The Supreme Court decision of January 10, 1938, in 
the Biddle case, to the effect that the British tax on 
dividends of British companies is not paid by the 
stockholder, although deducted from the dividend, is 
likely to discourage investment in foreign securities 
affected by the decision. As a certain amount of for- 
eign investment is desirable, we recommend that the 
Internal Revenue Code be amended to include a 
declaration that such income taxes as the British, 
withheld from dividends at the source, should be 
deemed to be paid by the stockholder and should be 
allowable as a credit under section 131 (a). 


26. Corporations should be permitted to prepare returns 
for periods of 52 or 53 weeks: 


Under a literal interpretation of the income-tax law, 
corporations maintaining their books on a weekly 
basis and preparing their annual financial statements 
as at the close of the week nearest the end of some 
month other than December, would not be permitted 
to file returns on the basis of a fiscal year, but would 
be required to file calendar-year returns. In practice, 
however, such corporations are often permitted to use 
a fiscal-year basis but are required to adjust their 
income for the difference in days between their fiscal 
year and the month-end. 


In order to obviate the possibility that these corpo- 
rations might some day be required to file calendar- 
year returns, and to simplify the preparation of their 
returns, permission should be granted to file returns 
for the same fiscal periods as in the case of annual 
statements, viz. : fiscal periods of 52 or 53 weeks. 


The foregoing recommendations are designed to 
call to the attention of Congress and the Treasury 
Department certain desirable changes in the tax law. 
They are intended neither to represent exhaustive an- 
alyses of the various topics involved nor to cover all 
points requiring remedial legislative action. All of 
them have been stressed before by this committee in 
substantially the same form and have been endorsed 
by the tax committees of many of the state societies 
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of certified public accountants throughout the United 
States, as well as by others competent to speak on the 
subject. 

In conclusion, we should like to mention without 
explanatory comment several other suggestions for 
congressional consideration: (1) adoption of mod- 
erate tax rates to encourage enterprise; (2) retroac- 
tive exemption of deficit corporations from the surtax 
on undistributed profits; (3) exclusion from gross in- 
come of credit adjustments relating to deductions 
taken in years of net loss; (4) taxation of all corpo- 
rations at the same rate on the first $25,000 of net in 
come; (5) allowance of deficiency dividends to offset 
deficiencies in the undistributed- profits tax under the 
1936 and 1938 acts; and (6) provision that consent ex- 
tending period of limitations should also extend time 
for filing claims for refund. 

Respectfully submitted, 
American Institute of Accountants, 
Committee on Federal Taxation, 


James A. Councilor, Victor Hl. Stempf, Chairman ; 
Clarence L.. Turner, Edward B. Wilcox, Leon E. Wil- 
liams, Richard S. Wyier. 





The Use by State Authorities of Federal 
Income Tax Returns 
(Continued from page 640) 


taxpayers returns to the state. Consequently, the 
Costigan Amendment has been of paramount tm- 
portance to the effectiveness in the administration of 
our income tax laws in California. 
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Although most of the current discussion with re- 
spect to the relationship between state and federal 
tax administration has been concerned with the use 
which the state officials make of federal income tax 
returns, it should be observed that there is a con- 
stantly growing use of state tax records by the federal 
officials. Frequent examinations of records pertaining 
to state excise taxes are made in our office by em- 
ployees of the Bureau of Internal Revenue. There can 
be no doubt that access to state tax returns is corre 
spondingly of value to federal tax officials. If data 
which the taxpayers report to the Federal Government 
are of such value to the states and vice versa, it may 
well be that this points to the ultimate development 
of means for simplifying the number and character of 
reports required, to the end that taxpayers may be 
relieved from the constantly increasing demands for 
complicated returns to numerous agencies. It may be 
too much to hope that the numerous theoretical and 
practical objections which may be raised to such 
integration of the tax structure can be met, but our 
experience at least indicates the undeniable advantages 
which would flow from a unified system of reporting 
the information necessary to assess the revenues for 
support of government in this country. 


What's Going on in the Chief 
Counsel’s Office 


(Continued from page 642) 

any lack of sympathy with the law; but the reason 
seems to lie largely in the fact that the returns, when 
made, would disclose insubstantial sums of taxes. 
This being so, there is a reluctance to take the time or 
to incur the cost of preparing returns in the belief that 
the amount of tax to be paid would be dispropor-. 
tionate to the expense of preparing the returns. The 
Commissioner has been lenient up to this time in 
trying to induce delinquent taxpayers to voluntarily 
comply with the law. The law, of course, requires 
the filing of returns. Eventually the returns doubt- 
lessly will be filed. In the meantime, the question 
of what course should be pursued in an attempt to 
bring about voluntary compliance on the part of de- 
linquent taxpayers is in the Penal Division of the 
office of the Chief Counsel. I have no doubt an effec- 
tive solution may be found, but I wish to suggest 
that this is a problem in which the members of the 
bar might, through their good offices on opportune 
occasions as they may arise, render a service of in- 
calculable value to business organizations and to the 
Government in counseling prompt compliance with 
the law, without regard to the amount of tax which 
may be shown by a return. 


In conclusion I may say that decentralization is 
an accomplished fact. It is in successful operation 
throughout the country. In my judgment this has 
been an outstanding accomplishment in administra- 
tion. Lawyers engaged in tax practice will know how 
well the interests of taxpayers have been served. 
What goes on in the Chief Counsel’s office at Wash- 
ington in relation ‘to the decentralized offices is con- 
cerned with codrdination. By that I mean the effort 
to maintain consistent positions in the widely placed 
decentralized offices on points of policy and of law. 
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oa S is usual at this time of year, we are receiving many inquiries as to what new 

ms tax books the eminent authority Colonel Robert H. Montgomery is planning, 

ee to help in preparing returns to be filed at the close of the current taxable year. 

vin In response to these inquiries, we would like to offer the following information: 

ig There has been, as you know, new legislation passed 

Or in the form of the Revenue Act of 1939. Modifications, 
however, have been limited to relatively few elements, 
mostly corporate questions; some simply codify existing Federal Income Tax 
practice. There are changes with respect to the undis- Handbook, 1938-39, 
tributed profits tax; the carry-over of losses of prior cosmny end adie tee enon 
years; certain new bases of computing capital losses; cnpedl edk tas canes guellte Wns tae 
determination of gain or loss on stock dividends and on undistributed profits; stamp taxes on 
stock rights; provision for the optional selection of the issue and transfer of stocks and bonds. 
last-in, first-out method of figuring inventories. $10.00 

A great majority of the new provisions have to do 

on with tax years beginning after December 31, 1939. The Federal Taxes on 

vie returns on this year’s earnings will be substantially on Estates, Trusts, and 
the basis of the law as it existed prior to passage of the x 

-S. new Act. The same rates apply. There is no change in . Gifts, 1938-39, 

or the law of gift or estate taxes, or in the personal tax. estate taxes, gift taxes, income tax as it 

at In view of this situation, it has been decided after etc ckaatas ee ee 

,r- consultation with the author not to issue new editions, ; $7 50 

“ this year, of either his Federal Income Tax Handbook A 

- or his Federal Taxes on Estates, Trusts and Gifts. Both Handbooks for $15 

In Nor, considering the circumstances, have supplements 

ly to these books been deemed advisable. It is proposed, —By ROBERT H. 

es however, to issue new editions of both these books— MONTGOMERY 

“ irrespective of whatever changes are to be made in the Conntsiianeilann Cental Pililie he 
law—which will be published in ample time for use in countant; of Lybrand, Ross Bros. & 

on taxable years after December 31, 1939. Montgomery; Author of “Auditing,” of 

to For this current taxable year, we recommend that you “Fedevel Tax Practice,” ete. 

le- make continued use of last year’s books —Montgomery’s —with a Staff of Legal and 

he Federal Income Tax Handbook 1938-39 and Federal Accounting Specialists 

o Taxes on Estates, Trusts and Gifts 1938-39. 

mn If, however, you did not provide yourself with Mont- 

| “ gomery’s 1938-39 tax books, or no longer have acCess 

1€ to them, we suggest that you get them NOW. You will 

ne have to act promptly, as we have only a few hundred 

n- copies on hand, and the books will not be reprinted. 
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The Virtues of Simplicity 
(Continued from page 620) 


Reduction in Number of Returns 


The first simplification, therefore, that we need in 
our federal tax system is a comprehensive survey of 
the entire field and a real effort to reduce to the mini- 
mum the number of returns and reports and corre- 
spondingly the number of examinations necessary to 
be made in the enforcement of the law. There is no 
reason why one agent is necessary to examine an in- 
come tax return and another for each return under 
other taxes. The same books, the same records, the 
same general knowledge is required for them all. 
There is no reason why the estate tax return cannot 
be filed with the first fiduciary return of income of the 
administrator or the executor. 

Passing from a consideration of all of the substan- 
tial taxes now being collected by the Federal Govern- 
ment to the largest single tax, I believe emphatically 
that there should be a completely new approach to 
the whole question of income taxation. Starting in 
1913 as a small tax with a normal tax of 1% and grad- 
uations to 6%, we have progressed in the period of 
26 years to a normal tax of 4% and graduated sur- 
taxes to 75%, from a corporation tax of 1% in 1909, 
we have progressed to corporation taxes perilously 
close to 20%, and in Section 102 cases and personal 
holding company cases cumulative returns are de- 
signed to extract corporate income taxes virtually 
equivalent to those collected from high bracket indi- 
viduals. From a simple tax law containing only fifteen 
pages of official text we have progressed in intricacy 
until the Revenue Act of 1938 covers one hundred and 
fifty-two pages. From a simple statement of principles 
we have emerged with an act undertaking to deal in 
detail with all the intricacies of business organization. 


Ambiguous Definitions of Income 


One of the outstanding strengths of the English 
income tax in years past was its flexibility and its 
use as the balancing element in the budget of the 
British Government. It was argued when our income 
tax amendment was adopted and our own law was 
passed that our then sources of revenue consisting 
of customs and excise taxes were inelastic and were 
not adjustable to a balanced national budget. It was 
argued that an income tax with rates adjusted to reve- 
nue needs would serve as an elastic element and 
should make possible a better balance between income 
and outgo. Of late years, however, the elastic element 
in the federal budget if it may be so described is the 
debt service and not the income tax. The elastic in 
the income has long since been eliminated by stretch- 
ing it beyond all reason and all sense w hen viewed 
from the standpoint of sound tax principles or sound 
tax administration. It is impossible to defend as a tax 
a tax on income graduated as high as 79% or to defend 
a tax on business income which takes as much as one- 
fifth of the net of the business. This would be true 
even if the tax were one upon net income. The fact 
is that by provisions of one kind or another, we have 
created definitions of net income which have no real- 
ity so that in many instances the so-called tax upon 
income is nothing less than a tax upon capital itself. 
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It is an ironic fact that in its origin the corporation 
tax as a part of the American plan for income taxation 
was designed not as a tax at all but as a measure by 
which we sought to embody in the tax scheme a stop- 
page at the source plan similar to that embodied in 
the English law. The tax of 1% on corporations began 
as an excise tax in 1909. This tax of 1% was contin- 
ued in the 1913 Act coupled with an exemption of 
dividends from normal tax in the individual returns. 
It was not originally contemplated that the income 
tax would be a direct tax upon the income of business 
except in so far as that income was not transmitted 
to individuals. 


We have now by the process of time come to the 
state w “wat the business tax, the tax upon corporations, 
is abstracted first and is actually as great in yield as is 
the tax collected from individuals. I am not losing 
sight of the fact that there is an interrelation between 
individual and corporate income and that the right to 
incorporate business has been misused by individual 
taxpayers both by failure to distribute earnings not 
necessary in the business and by incorporating actiy- 
ities essentially personal. Those abuses, however, 
should not be allowed to obscure the fact that the 
great bulk of American business in its larger aspects 
is of necessity carried on by corporations, that those 
corporations if they are to survive must not pay a 
disproportionate amount of their earnings as taxes, 
If the source of the revenue is to be preserved, they 
must plow back into industry substantial amounts 
of earnings free from unreasonable taxation. 


Of even greater importance is the matter of reason. 

able rates to individuals. By reasonable rates I mean 
rates sufficiently moderate so that the individual will 
not be under compelling pressure to arrange his at- 
fairs to avoid taxation. The high rates do not pro- 
duce a revenue commensurate with the progression 
which has now been written into the law. I have 
tabulated from the Statistics of Income for 1937 the 
amount of revenue actually collected on all the tax- 
payers whose incomes amounted to $50,000 or more, 
over the tax which would have been collected on 
those incomes at the rates prevailing for incomes of 
$50,000. In other words I have recomputed the tax 
on the basis of a 27% maximum surtax based on the 
1937 return. On the basis of my calculations for the 
year 1937, collections on the rates above a 27% surtax 
are actually a little less than $221,000,000 of tax out 
of a total tax on individuals shown in that report of 
$1,203,898,000. When the 1921 and 1924 revenue acts 
were under consideration Professor Thomas 5S. 
Adams urged with great earnestness that the rates 
of tax provided in the War Revenue Acts should be 
drastically reduced in the interest not only of fairness 
to taxpayers but in the interest of the revenue itself. 
It is a truism that high tax rates far from increasing 
the revenue have a decided tendency to dry it up. 

Yielding finally to that argument and — by the 
surplus revenues then apparently available, Congress 
in the Revenue Act of 1926 lowered the surtax rates 
to a maximum of 20% and the normal tax rates to a 
maximum of 5%. At the same time and with less 
justification Congress increased the family exemption 
to $3,500 from the $2,500 prevailing in the Revenue Act 
of 1924. In the 1918 Act the family credit amounted to 
only $2,000, the individual credit to only $1,000. 
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Even the rates of the 1926 Act were not deemed 
to be low enough to promote capital transactions and 
that act contained and subsequent acts have copied 
more complete and adequate safeguards with respect 
to such transactions than had any previous acts con- 
tained. The result is that the present high rates of 
tax as applied to individuals affect only earned income, 
ordinary business income and income from interest 
and dividends. Many capital transactions which pro- 
duce income at the present time wholly escape taxa- 
tion or in the case of the reorganization provisions 
constitute “traps for the unwary” and all too often 
traps for the wary as well with corresponding penal- 
ties for those who land on the wrong side of Gregory 
v. Helvering* and similar cases. Tax revisions in the 
last half dozen years have amounted to little more 
than legislation designed to deal with specific situa- 
tions, at some times designed to afford avenues of 
escape to taxpayers, at other times designed to close 
those or other avenues for the supposed benefit of the 
government, each revision piling obscurity and compli- 
cation upon ambiguity and absurdity. I submit that 
given reasonable rates, the whole act is susceptible 
to revision eliminating most if not all the special, de- 
tailed and complicated provisions which it contains. 


Statement of Income Groups 


| have said that the taxes collected under the high 
rates of recent acts produced in 1937 only approxi- 
mately $221,000,000. I have also tabulated into three 
groups the net income as shown in Table 5 (see Tables 
|, Il, and III, page 670) of the report of the Commis- 
sioner on Statistics of Income for 1937. This table con- 
tains a statement by income groups of the amount of net 
income returned from 1916 to 1937 inclusive. To my 
mind the table contains an unanswerable argument, first 
against high rates and second, against high exemptions. 
The incomes under $5,000 returned for taxation range 
from a low in 1917 of $6,640,000,000 to a high in 1923 of 
$16,488,000,000. The Revenue Act of 1924 increased 
the personal exemption to $2,500 and the Revenue Act of 
1926 increased the personal exemption for a family to 
$3,500 and for an individual to $1,500 where it remained 
until in the Revenue Act of 1932 the exemption was 
reduced to $2,500 and $1,000. Under the present exemp- 
tions individual incomes in this class reached a high of 
$12,303,000,000 in 1937. From 1926 to 1932 when the 
high exemptions were in effect the reported income 
in this class never exceeded $8,728,000,000 or only 
half the amount returned under the lower exemptions 
of 1923. When it is borne in mind that a lowering 
of the exemption results in the collection of a larger 
tax not only from additional individuals brought 
within the tax law but from all individuals already 
there, it is perfectly apparent that high exemptions 
cost a great deal more revenue than can possibly be 
collected under the extremely high rates that have 
been written into the law since 1932. It seems to me 
the figures just cited clearly demonstrate that there 
was throughout the period from 1924 to 1932 a poten- 
tial group of taxpayers under $5,000 whose total in- 
comes available for taxation aggregated at least 
$16,000,000,000 to $20,000,000,000 on all of which at 
least some normal tax could have been collected. Tam 





1293 U. S. 465; 35-1 uste § 9043. 
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not advocating an extreme broadening of the tax base 
for the simple reason that a tremendous increase in 
the number of tax returns showing no tax due imposes 
administrative burdens out of proportion to the tax 
yield. I do believe that the exemptions of the 1918 
Act (including also the exemption of $200 instead of 
$400 for dependants) should be restored and the tre- 
mendous reservoir of easily collected money should 
be tapped simultaneously with a readjustment of rates 
in the higher brackets commensurate with the dictates 
of common sense. 

The most significant fact with respect to the incomes 
under $5,000 is their relative stability. At the low 
point of the depression in 1931 and 1932 and under 
the exemptions then prevailing, the actual amount 
reported was around $7,000,000,000 against a high of 
$9,000,000,000 in 1924 when the higher exemptions 
became effective. Contrast that for a moment with 
what happened to the incomes in the higher brackets 
all of which were unaffected by the changes in ex- 
emptions. The high in the brackets from $5,000 to 
$50,000 was registered in 1929 at $10,681,000,000. That 
high dropped in 1933 to $3,280,000,000 and in 1937 
the figures stood at $7,107,000,000. A fluctuation of 
two-thirds from the high to the low from 1929 to 1937 
with wide fluctuations between is obviously indica- 
tive that the bracket from $5,000 to $50,000 of income 
cannot be relied upon as a stable and continuing 
source of revenue. The idea that the middle brackets 
contain an untapped source of revenue in large 
amounts is thoroughly discredited by the figures of 
actual income reported. 

Even more striking, as one would expect, are the 
figures for the income groups over $50,000. Incomes 
of that size were taxable at all times and under all 
laws. In 1916, $2,579,000,000 was reported as income 
in these classes. That high was not again attained 
until 1925 when the total was $3,736,000,000. The 
all-time high was reached in 1928 at $6,309,000,000. In 
1932, the all-time low was registered at $776,000,000 
and in 1937 the total had risen only to $1,679,000,000. 
Any group which can lose almost 90% of its taxable 
income between a period of prosperity and a period 
of depression is no group to be relied upon for revenue. 
No doubt taxpayer resistance played a substantial 
part in these low returns in the upper brackets but 
it seems to me that any rational legislator or adminis- 
trator will in his tax plans give heed to psychological 
factors in determining the tax base to use and the 
burden to be imposed upon it. Can anyone doubt that 
there is a direct relation between the high reported 
incomes between 1925 and 1929 and the low surtax 
rates of that period or that the low reported incomes 
since 1932 are in part due to the high rates of the 
recent acts? 

I have dwelt thus long upon these general facts 
because it seems to me they contain the key to the 
whole problem of simplicity in connection with the 
income tax. Before a group of specialists, it seems 
unnecessary to go into detail as to those phases of 
the act which produce the maximum of complication 
in administration and the minimum of intelligibility 
to the layman. A mere listing is sufficient: 

Capital gains and losses 

Depletion 

Earned income 

Corporation credits 
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Installment sales 
Section 102 corporations 

Sales of oil and gas properties 

Gain and loss including reorganizations 


Base for determining gains and losses, depreciation and 
depletion 


Corporation liquidations 

Redemptions of stock 

Wash sales (practically obsolete since the segregation of 
capital gains and losses) 

Personal holding companies, and 

Tax exemptions 


One suggestion I do wish to make. I made it many 
years ago at a time when consolidated returns of 
income were generally permitted. It seems to me 
more pertinent now even than it was then. That 
suggestion is, that corporate dividends received be 
included in corporate income and that corporate divi- 
dends paid be allowed as corporate deductions. Under 
reasonable rates I believe this plan would solve the 
whole problem of personal holding companies and 
Section 102 cases without necessary resort to the 
drastic and punitive methods now being pursued. The 
plan has the virtue of being self-enforcing and of 
protecting taxpayers against the uncertain adminis- 
tration of the present acts. 

A reasonably intelligent man should be able to read 
his tax law and glean from the reading at least a 
faint idea of its fundamental scope and purpose. If 
the rates of tax were reasonable I submit that a law 
could be framed, as indeed the 1916 and 1918 laws 
were framed, on general principles of wide application 
with a minimum of special provisions and punitive 
measures. Taxation does not increase its yields by 
destroying or hampering those who are taxed. Sane 
taxation will leave to its subjects a major part of 
the fruit of their efforts so they will continue the 
activities which produce taxes and sane taxation will 
relieve them of unnecessary annoyances and oppres- 
sions. There is virtue in simplicity and there is reve- 
nue also. 


Table I 


Net Income in Individual Returns under $5,000, $5,000 to 
$50,000 and $50,000 and over, 1916-1937 
(In Thousands of Dollars) 


$5,000- Over 
Under $5,000 $50,000 $50,000 
WIG ....scescacis..& GRO $ 3,094,000 $2,579,000 
LS 6,640,000 4,557,000 2,454,000 
TOS .......ss..-. SIO 4,861,000 1,670,000 
eee .. 11,150,000 6,643,000 2,065,000 
Sees aw 15,273,000 6,922,000 1,537,000 
| 2 ee .. 13,216,000 5,347,000 1,045,000 
See .... 13,532,000 6,106,000 1,698,000 
eee 16,488,000 6,542,000 1,748,000 
| eer .. 15,904,000 7,446,000 2,305,000 
eee 9,117,000 9,041,000 3,736,000 
.... 8,728,000 9,455,000 3,772,000 
27 ... ....... 8,480,000 9,696,000 4,368,000 
>. Je 8,271,000 10,646,000 6,309,000 
eee 8,106,000 10,681,000 6,014,000 
SS ae .... 7,598,000 8,031,000 2,491,000 
1931 .. 6,664,000 5,636,000 1,307,000 
1932 .. 7,412,000 3,467,000 776,000 
ao .. ; 6,861,000 3,280,000 868,000 
1934 ... .... 7,796,000 4,176,000 826,000 
BGSD. on. civcecs.s SO 4,987,000 1,108,000 
WOOO 2.2.5... cee, IES 7,007,000 1,889,000 
1937 . ere 7,107,000 1,679,000 








November, 1939 






Table II 
Income Tax Paid on Individual Returns—under $5,000— 
$5,000 to $50,000—and $50,000 and over, 1916-1937 


Under $5000- Over 
$5,000 $50,000 $50,000 
1916 cis aye 776,000 $ 29,541,000 $143,069,000 
er 43,624,000 201,354,000 446,514,000 
| Srey 144,826,000 365,748,000 617,149,000 
oats sine 129,869,000 411,317,000 729,444,000 
(See 165,864,000 424,410,000 484,780,000 
ee 92,791,000 308,667,000 317,929,000 
i. ee 95,591,000 319,661,000 445,805,000 
ee 81,224,000 260,785,000 319,657,000 
ee Seok rad 47,650,000 216,257,000 440,358,000 
13,908,000 214,010,000 506,637,000 
(| ree 13,279,000 205,534,000 513,658,000 
ee 11,758,000 214,366,000 604,515,000 
eres 13,402,000 242,222,000 908,630,000 
ee 4,387,000 183,348,000 814,203,000 
ree 9,968,000 139,717,000 326,830,000 
ee 7,265,000 84,400,000 154,462,000 
re 43,074,000 129,311,000 157,577,000 
a re 36,549,000 142,409,000 195,162,000 
re 34,686,000 211,953,000 264,750,000 
ee 40,232,000 259,152,000 349,555,000 
i. ae 60,561,000 446,321,000 707,135,000 
| eae ae 78,058,000 437,177,000 626,971,000 
Table III 


Excess Surtax Collections on Income Exceeding $50,000 
at Rates Exceeding 27% 





Excess 
No. of Surtax 

Group Returns Av. Income Collections 
50-60 .. 4,860 $ 54,624 $ 898,906 
ee . 3,077 64,777 3,240,786 
a ee ec see 2,017 74,675 5,234,115 
|: Rene tren 1,356 85,388 6,635,071 
2. aa ere 955 94,623 6,966,190 
Ci ee 2255 120,000 33,825,000 
iS. | 771 170,600 23,976,558 
| re 373 223,440 18,278,492 
| rr 206 273,981 13,845,872 
300-400 ........... 206 343,636 19,304,000 
CS) | 104 440,846 13,784,873 
500-750 .. 105 612,790 21,556,469 
750-1,000 55 883,891 17,850,308 
1,000-1,500 ...... 29 1.217552 13,829,344 
1500-2000 ...... 5 1,701,000 3,496,300 
PA; 5) | | 12 2,250,667 11,455,362 
3,000 and over........ 3 4,864,667 6,572,680 

Total .. 16,394 $220,750,326 


Digests of Articles on Taxation in Current 
Legal Periodicals 


Our regular feature section of “Digests of Articles 
on Taxation in Current Legal Periodicals” has been 
omitted for this month only, in order that we might 
reproduce in its entirety the “Federal Tax Revision 
Program of the American Institute of Accountants” 
in which many of our readers will be interested. The 
Periodical Digest feature will appear in our December 
issue as usual. Editor. 


James W. Martin Addresses Nebraska Gathering 


At the first fall conference of the University of 
Omaha Institute of Government, a series of five ad- 
dresses on state and local finance was presented by 
James W. Martin, Director of the University of Ken- 
tucky Bureau of Business Research. In order that 
these papers might be followed by informal discussion, 
the general plan of the institute was modified to pro- 
vide opportunity for this. 
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Indirect Taxes Chief Source of 
States’ Revenues in 1938 


Approximately 77 per cent of the $3,900,000,000 in 
tax revenues raised by the 48 states in 1938 was paid 
indirectly by consumers in the retail cost of their 
goods and services, a National Consumers’ Tax Com- 
mission survey reveals. 


The study, made public by Mrs. Melville Muckle- 
stone, NCTC president and leader of the commission’s 
tax educational program, showed that $3,008,000,000 
of the states’ total taxes came indirectly from the 
buying public. 

Thirty-nine of the 48 states, according to the sur- 
vey, collected more than 75 per cent of their revenues 
in shifted levies, while in 27 of the 39 states more 
than 80 per cent of state revenues was produced by 
“taxes most of which can be shifted to the consumer.” 


“This type of assessment, often shouldered unknow- 
ingly by the majority of taxpayers,” Mrs. Mucklestone 
said, “has become increasingly popular with politi- 
cians, regardless of party affiliations, due to the ease 
with which it is collected.” 


The survey report indicated that the only states 
deriving less than 75 per cent of their total revenues 
from indirect taxation were New York, Connecticut, 
Massachusetts, Maine, Pennsylvania, Minnesota, Wis- 
consin, Utah and Oregon. 

Indirect tax returns amounting to 92.53 per cent of 
its $15,233,094 total, placed South Dakota ahead of 
all other states in the proportion of shifted taxes, the 
report said. New York State, chiefly because of its 
income and gift and inheritance taxes which the 
NCTC termed non-shiftable, trailed all states with an 
indirect taxation percentage of 55.44. 

South Dakota’s most remunerative tax was the state 
levy on gasoline, which last year produced $4,646,191. 
Gasoline taxes also were leading revenue producers 
for Alabama, Arizona, Arkansas, Florida, Kentucky, 
Kansas, Indiana, Louisiana, Georgia, Maine, Mary- 
land, Minnesota, Mississippi, Montana, Nebraska, 
North Carolina, Oklahoma, Oregon, Rhode Island, 
South Carolina, Tennessee, Texas, Utah, Vermont, 
Virginia, Wisconsin and Wyoming. 
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Connecticut, Massachusetts, New Jersey, Pennsyl- 
vania and Illinois also might be added to the list of 
“Gasoline tax states,” the report indicated. In those 
states the gasoline tax revenues were surpassed only 
by taxes on payrolls, which, the report pointed out, 
are earmarked for unemployment insurance and are 
not used for normal government expenditures. 


In 1938, the analysis showed, approximately 
$784,000,000 was collected in payroll taxes throughout 
the country. If this amount had been used for pay- 
rolls, it was pointed out, it would have provided 
$1500-a-year salaries for more than half a million 
workers. 

New York’s payroll taxes of about $90,000,000 were 
the highest in the nation, the study showed. Follow- 
ing were Illinois with more than $84,000,000, Pennsyl- 
vania with $65,522,000, and Michigan with $47,986,000. 

Taxes on sales and the use of commodities were 
top revenue producers in California, Colorado, Iowa, 
Michigan, New Mexico, North Dakota, Ohio, Wash- 
ington and West Virginia, and ran second only to 
payroll levies in Missouri. 

Delaware found the franchise tax its highest rev- 
enue raiser, New York’s was income, Nevada’s was 
the property tax and Idaho’s was the levy on alco- 
holic beverages. 


Practice before the Processing Tax 
Board of Review 


Section 906 of the Revenue Act of 1936 which cre- 
ates the Processing Tax Board of Review, provides 
in subdivision (d) for practice substantially the same 
as that which obtains before the Board of Tax Ap- 
peals. However, we understand that the Board of 
Review declines to grant a hearing de novo ona matter 
before it, but insists on limiting the record to the 
evidence submitted by the taxpayer to the Commis- 
sioner when the taxpayer filed his claim for refund. 
If the attorney for the taxpayer is not aware of this 
situation, it might happen that the taxpayer would 
submit to the Commissioner, on the hearing relative 
to a claim for refund, only a portion of the evidence 
which the taxpayer might later wish to submit before 
the Board if it tried the case de novo. It may fre- 
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quently happen that on an examination of the claim 
for refund the revenue agent may ask for specific in- 
formation which the taxpayer will then furnish, 
assuming that that is all the agent needs to pass upon 
the claim. Later, without any intimation from the 
Bureau, the claim may be denied. When the tax- 
payer appeals to the Joard of Review, by reason of 
the above procedure, he is limited to what evidence 
he submitted either with his original claim for refund 
or to the agent in support thereof. 

It follows that the taxpayer, in submitting his claim 
for refund, should include all the evidence that he has 

r that he would otherwise deem advisable to submit 
to the Board of Review if the latter should try the 
case de novo. 

Inasmuch as the time for filing claims for refund 
of processing taxes has been extended to January 1, 
1940 (Sec. 405 of the Revenue Act of 1939), it seems 
likely that there will be many additional claims sub 


mitted as to which taxpayers will desire to take every 
precaution. 


Reciprocal Laxation of Salaries and Income 


(Concluded from page 656) 
| believe also that the general economic effects of 
partial or total tax exemption of an nergy and 


growing body of wealth are definitely bad. I do not 
mean to assert that the haven of tax-exempt securities 
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is the only or even the principal cause of the present 
alarming paralysis in the enterprise capital market. 
The causation of such a condition is too complex to 
warrant dogmatic statements. It does seem probable 
that it is one factor too important to be with safety 
longer ignored and that a sharp change in policy, even 
though its influence will only become apparent as the 
volume of tax-exempt issues is gradually reduced over 
a period of a generation or more, will measurably 
contribute toward placing our investment structure 
upon a more natural and healthy basis. It does seem 
rather paradoxtcal, to say the least, to offer induce- 
ments through favored tax treatment of capital gains 
to the very group of taxpayers who can reap the 
maximum in tax savings through acquisition of tax 
exempt securities and at the same time do nothing to 
bring about the ultimate end of such exemption. 

Finally, I believe that steps should be taken with 
out unnecessary delay to stop the issue of further 
tax-exempt securities because it seems to me that the 
weightier evidence suppports the view that the loss of 
revenue to tax-collecting governments is greater than 
the gain by lower interest rates to the issuing govern 
ments. An unfairly large proportion of this loss is 
cast upon the Federal Government because the in 
come tax is a major source of federal revenue, be 
cause the partial tax-exemption feature of the bulk of 
the federal issues makes them less attractive to 
wealthy persons than the total exemption enjoyed by 
state and municipal securities, and because progres 
sion has been carried so much further in the federal 
income tax than in state income taxes. I am con 
scious that the above statement as to balance of gain 
and loss may be challenged on the basis of the 
report prepared by Dr. H: arley F. Lutz and put into 
the record at the Senate hearings. I can only say 
that, after careful reading of the report, the analyses 
and data of opposing witnesses seemed to me the 
more convincing. Moreover, in my view the other 
aspects of the problem are more important than a 
nice calculus of the net balance between taxes lost 
and interest saved. 

The issues are not partisan in character nor do they 
turn upon adherence or opposition to New Deal 
philosophy. The President’s position is in general 
accord with that of his predecessors in office. Judg 
ing from newspaper attitudes and the Gallup poll. 
the position has the support of a heavy preponderance 
of public opinion. On the other hand, one of the most 
zealous opponents of the proposal is the ultra liberal 
Mavor of the City of New York. 

The principal organized opposition has come fron 
state and municipal officials, apprehensive of the effect 
abolition of the exemption may have upon the future 
interest rates on state and municipal borrowings. 
Their opposition is understandable but I believe it is 
short-sighted and that the fears of catastrophe they 
have expressed are without foundation. In a conflict 
between the best interests of the nation as a whole 
and such immediate local interests, | believe the na 
tional interest should prevail. If state and municipal 
credit has no more stable foundation than that pro 
vided by the privilege of issuing tax-exempt securi 
ties, states and municipalities are in a precarious 
position indeed and the continued issuance of such 
securities would have a flavor of fraud on the invest 
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ing public. Even if the tax-exemption privilege be 
taken away, there will still remain a substantial market 
for such governmental securities in the large number of 
persons and institutions attracted primarily by the 
safety and relative liquidity of such securities. “The 
experience of Canada and other countries who have 
avoided our mistakes in this field show that taxable 
public securities are still marketable at a rate of inter- 
est substantially less than the market rate on the best 
private bonds. 


The claim that the pending proposal is an invidious 
attack upon the last stronghold of state and local 
governmental sovereignty has even less foundation. 
Bear in mind that the proposal involves no tax upon 
any government or its operations. Governments can 
he affected, if at all, only indirectly to the extent of 
some increase in the interest rate on borrowing. | 
cannot believe that the fate of state and local sov- 
ereignty turns upon the perpetuation of technical dis- 
tinctions which, while immunizing public bond 
interest from direct taxation as income, permit that 
same interest to be included in the measure of a tax 
upon a privilege and permit the principal value of the 
bond to be taken into account for estate, inheritance 
or gift tax purposes. 

Finally, it is difficult to believe that the opponents 
of the pending proposal are serious in the fears they 
have expressed that it is not truly reciprocal and that, 
once taxability of state and municipal securities is 
established, Congress, though composed of represen- 
tatives elected in the states, may attempt to perpe- 
trate what would in substance and effect be a fraud 
by exempting federal issues from tax by statute. It 
is believed no friend of the proposal would object to 
the submission of a constitutional amendment, after 
or along with the enactment of the legislation abol- 
ishing tax exemption on future issues, which would 
safeguard state and local governments from any such 
remote possibilities, and that such an amendment, if 
submitted, would be promptly ratified. 


Coordination of Tax Systems 
(Continued from page 632) 
uration of necessary cogent reforms until living 


habits, difficult to correct, are formed by certain un- 
privileged and, at times, even privileged groups. 


I think we should establish a rather definite and 
certain tax program which would not be subject to 
substantial changes for a period of at least eight years. 
The frugality of America should return. The govern- 
ment should be economically operated and in times of 
peace, on a pay-as-you-go prudent basis; coercive 
taxes or taxes which restrict business should be 
avoided, since business expansion means prosperity 
and should be encouraged. 


It may be that America in mortgaging future gen- 
erations is taking a leaf out of the book of old China. 
There, prior to the Japanese invasion, China or its 
war lords were collecting taxes for years in advance, 
and in 1931 were collecting taxes for the year 1952, 
yet using the money currently. It is apparent, there- 
fore, that if Japan should conquer China, economically 
she will obtain only a futile victory, since China 
already has gathered the tax. 


COORDINATION OF TAX 


SYSTEMS 








Tax Reduction by Integration of 
Governmental Agencies 


The intrastate disorganization and confusion has 
grown to a point where it is completely inadequate 
to deal with this alarming governmental problem in 
anything resembling a business-like manner. Without 
reduction of essential governmental services Cali- 
fornia could readily eliminate or consolidate three- 
fourths of its overlapping functions and duplicating 
taxing agencies of state and local governments. The 
people are awakening to this fact and we can see defi- 
nite signs of the regimenting of the functions of gov- 
ernment in this state in place of regimenting the 
people. By the integration of governmental agencies 
it is reliably estimated a fifteen per cent reduction in 
the cost of government in California could readily be 
realized. The annual state and local governmental 
cost in California, exclusive of federal, is in excess of 
$605,000,000. In order to preserve the beneficent 
democratic capitalistic system, modern scientific prin- 
ciples must replace antiquated traditional systems of 
government. 


The duplication and overlapping of governmental 
agencies mean considerably more than merely paying 
additional taxes; they mean the expense to the tax- 
payer in operating these multiform agencies, but the 
greatest cost is the destruction of thrift and business- 
like methods, which subverts the efficiency and morale 
of public service and lessens the service urge to elim- 
inate waste. The saying that “waste begets waste” 
was never more applicable than in matters of govern- 
ment. When the public is economizing and living 
sparingly, the continued maintenance of unnecessary 
and complex governmental structures can but give 
rise to numerous social, economic, and _ political 
problems. 


Most substantial tax advantages exist in the com- 
munity property states in income as well as federal 
estate taxes, since only one-half of the vested com- 
munity property earned after July 29, 1927, is subject 
to the federal income tax return of the husband or 
is taxable upon his death. On the Pacific Coast, sand- 
wiched between the community property states of 
Washington and California, is the common law State 
of Oregon. The following presents an astounding 
picture for political theorists advocating equality and 
uniformity in meeting federal tax burdens. Assume 
that the combined net income of a husband and wife 
without children, residents of California or Wash- 
ington (living together, not apart) consists of 
$100,000, all earned in 1938 by the personal earnings 
of the husband, the federal income tax for both would 
be $18,513, while the federal income tax for like resi- 
dents of Oregon, New York, or any other state east 
of the Rockies, that is, common law states, with the 
exception of Louisiana and Oklahoma (whose com- 
munity property law became effective July 12, 1939) 
their combined marital federal income tax would be 


$32,469. 

Unreasonable burdens due to two governments re- 
sorting to the same form of tax is indicated by a com- 
putation of taxable income realized as_ separate 
property by a California resident. If, for example, the 
net taxable income realized in 1938 were $500,000, 
after paying the federal and California income taxes, 
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the taxpayer would have remaining $128,050; but 
had the taxpayer earned $1,000,000, he would then, 
after meeting these tax commitments, have remaining 
only $178,050, thereby leaving as a tribute to the tax- 
payer for his thrift, frugality, and business haz- 
ards only $50,000 more for the privilege of earning 
$1,000,000, than $500,000. 

The federal estate tax on a net vested community 
property estate of $1,000,000, with allowance of 80 per 
cent credit, the husband deceasing and the property 
passing to the widow, would be $70,400; while like 
residents of common law states would pay a tax of 
$177,800. A saving of over $107,000 in favor of the 
community. 

Although tax benefits accrued to the California 
marital community, yet the California law grants to 
the wife testamentary disposition of one-half of the 
community property earned after August 13, 1923. 
Therefore, upon the death of a wife, the husband 
might acquire through her will his mother-in-law as 
a new partner and as a co-owner with him of the dis- 
solved community property. 


State Income Tax Credit 


It would be a tremendous aid to California if a 
plan similar to the 80 per cent credit allowed by the 
federal estate tax should be adopted in relation to 
the state income tax. This would in a large degree 
reduce the migration of wealthy citizens from states 
which have built their economies, established public 
improvements, modern and progressive institutions 
on the assumption that the tax intake would be some- 
what stable. The adoption by the State of California 
of its income tax had the direct effect of driving capi- 
tal from this state, as wealth is migratory. California 
has lost hundreds of millions of dollars in property 
values through wealthy residents moving to other 
states. It is estimated that from one of California’s 
counties alone, citizens worth in excess of $250,000,000 
have moved to Nevada. We ask, should California 
be compelled to determine its educational standards, 
road building program and social and cultural life by 
Nevada tax-baiting? Recently, an old California resi- 
dent by moving to Nevada saved upward of $10,000 
per month through avoiding the California income 
tax. With this saving, it has been predicted that this 
former Californian will be able to buy all the rose 
blown, orchid hued, mellow sunsets, vitamized, wind- 
less sunshine and joy and happiness that might be 
found in Nevada. Apparently, the second war be- 
tween the states is on. 


Many corrective methods “some tried, others un- 
tried” are suggested: 


(a) The credit method employed in the federal estate tax 
and Social Security Act. The Federal Government collects 
and gives credit to the state, which it exacts as a like tax. 
This plan has operated successfully. 

(b) Reciprocal legislation among the states; that is to say, 
if you exempt from tax certain property of our citizens we 
won’t tax like property of your citizens. Delay in getting 
the states into agreement has impaired the efficacy of this plan. 

(c) Allocation of exclusive tax sources between the State 
and Federal Government. Heretofore, we have suggested a 
basic segregation of revenue measures. 


(d) Codperative and simultaneous collections of federal 
and state taxes, allocating a part to the states. States such 
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as California, with heavy budgets, will be the greater bene- 
ficiaries from this method, since isles of tax refuge and inter- 
state tax competition will be removed. 


Since the tax laws have made America a nation 
of bookkeepers, why should not the State and Fed- 
eral Government audit, if two audits are necessary, 
their tax returns simultaneously? Saving of time 
and expense to the taxpayer would result, but I ask 
the question, what government or what agency in 
government has shown any disposition to lessen the 
burdens of the taxpayer? If savings can not be per- 
fected by a reduction of rates, certainly simplification 
of duplicated tax laws can so result, and more har- 
mony in administration can be perfected, which is an 
indirect saving to the taxpayer, as well as a reduction 
in duplication of governmental service. The time has 
gone, like the low rate income tax, never to return, 
when we can afford to muddle through with many 
branches of our many governments, placing increas- 
ing audit and compliance burdens upon taxpayers. 


The experimentation of the regional settlement 
offices, under the decentralization plan inaugurated by 
the Treasury Department brought Washington to the 
federal taxpayer. If there were any truth in the state- 
ment that our government was overreaching and arbi- 
trary in the administration of its tax laws, it is not 
reflected in the personnel’s operation of the Technical 
Staff in California and it can no longer be said that 
the Treasury Department is not an adjunct of the 
people. Friction has been lessened and a better un- 
derstanding between government and taxpayer has 
been created. We like the manner in which the 
capable men of the Technical Staff administer their 
important office. Home rulers no longer fear Wash- 
ington, since it has brought its government to the 
people. Although this experiment is embryonic, it is 
believed time will prove its efficacy. The concentra- 
tion of government in Washington and enlargement 
of national powers results also in decentralization for 
more efficient administration. America is also facing 
a problem of decentralization in relation to movement 
of peoples from overly populated areas, so as we 
centralize in one direction we must decentralize 
in another. 


Several schools of thought hold that real problems 
are insoluble in the present disturbed condition of 
the world—I venture that the American tax problem 
will not be solved along the line many believe today. 
Our national well-being originally rested upon a 
tripod form of government; by that I mean of checks 
and balances. The states are resorting more and more 
to tax fields already occupied by the Central Govern- 
ment, and due to the confusion existing by reason of 
interstate and intrastate properties and realizing that 
our Constitution was an offspring of concessions and 
compromises binding together in the bonds of peace 
and union this great nation of free and independent 
states, no duplication of levies between the State and 
Federal Government should be permitted. Let the 
Federal Government do more of the job. The state 
can appoint a representative to work with the Federal 
Government and make some equitable division of the 
tax revenues. 
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Open Forum Proceedings 


(Continued from page 648) 
MR. WENCHEL: 
Generally that will be the practice. 


MR. SMITH: 


It will be the established practice to have the claims for 
refund in the field, or in Washington? 


MR. WENCHEL: 


There will be refund claims which will be handled in the 
field. 


MR. STANFORD CLINTON of Chicago, Illinois: 

I would like to address a question to Mr. Wenchel with 
reference to conferences between counsel for the taxpayer 
and representatives of your office and the technical staff. 
What is the respective field of jurisdiction of the technical 
staff and of the General Counsel representative? 


CHAIRMAN MORRIS: 
You are talking about a conference in the field? 


MR. CLINTON: 
Yes, a decentralized office. 


MR. WENCHEL: 
You will have to take it up with the technical staff. 


MR. CLINTON: 


I beg your pardon! A case is pending before the Board 
of Tax Appeals, and if the case is given to counsel to par- 
ticipate in conference seeking an amicable adjustment, at 
these conferences ordinarily a representative of the technical 
staff and a representative of the General Counsel’s office are 
present. My question is, what is the respective jurisdiction 
of the technical staff and the representative of the Genera! 
Counsel’s office? 


MR. WENCHEL: 


The representative of the technical staff has full juris- 
diction. 


MR. CLINTON: 


And the function of the representative of the General 
Counsel’s office is what? 


MR. WENCHEL: 
Advisory. 


CHAIRMAN MORRIS: 
Are there any other questions as to procedure? 


MR. LEO. J. RABINOWITZ of San Francisco, California: 


I do not know if it is a fair question to ask whether atten- 
tion is being given to the effect of the Supreme Court deci- 
sion in the Blatt case with reference to improvements by 
lessees. The Supreme Court seems to have decided in a way 
that validated the regulation in part. I wondered if the 
General Counsel’s office can state anything with reference 
to that situation. 


MR. WENCHEL: 


I am not prepared to speak about that now. 


MR. G.V. POWELL of Seattle, Washington: 


I would like to ask this question of procedure. You stated 
that the office of the General Counsel took part in the decen- 
tralization program only as promoting uniformity among the 
various divisions of the Bureau now. 

How does the General Counsel’s office arrive at this uni- 
formity if the thing comes up with the technical staff here in 
San Francisco, for instance? Do they communicate with 
the General Counsel’s office before they decide it? And 
is that correlated then with the findings of the other tech- 
nical offices? How is that done? 


MR. WENCHEL: 

The General Counsel or the Chief Counsel, like any other 
lawyer, when he is consulted by his client, gives his opinion 
which in the last analysis is advisory only. 
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_ The job of the Chief Counsel’s office presently with rela- 
tionship to decentralization is to coordinate the opinions of 
his own office. 


CHAIRMAN MORRIS: 


Mr. Powell’s question, Mr. Chief Counsel, as I got it is 
this: The question comes up in San Francisco. There is 
a question in Chicago; the same question. 

These men are not connected with each other. What 
process is there for keeping the decisions uniform? 


MR. WENCHEL: 


The Chief Counsel’s office, since decentralization, issues 


a daily digest of its opinions, which are circulated among 
the field offices. 


CHAIRMAN MORRIS: 


Will the decision made by the San Francisco office go to 
Washington and be sent to Chicago, Dallas, Cleveland, and 
other places? 


MR. WENCHEL: 


The duties of each Staff Counsel are under the general 
supervision of the Chief Counsel. 


CHAIRMAN MORRIS: 
They are cleared, and then they are sent out to everybody? 


MR. WENCHEL: 


Eventually, it is hoped that the codrdinating activities of 
the Chief Counsel’s Office will result in the maintaining of 
consistent positions in the various field offices. 


CHAIRMAN MORRIS: 


Are there any other questions as to procedure? We are 
going to come in a moment or two—as soon as we have 
heard Mr. Albert James, to some representations from the 
men on the Coast as to their experiences out here under the 
new program. We are having Mr. McCullough, of Portland, 
Mr. Powell, of Seattle, and we hope Judge Graupner, of San 
Francisco, here. It may be of interest to the Chief Counsel 
and other persons who are government men to get the 
standpoint of the taxpayer. 

For the moment, we are coming | to this question we have 
labeled, “The Virtue of Simplicity.” Everyone who has had 
any experience with the tax laws knows that there are at 
least two schools of thought in connection with every statu- 
tory enactment in taxes. There is the one school of thought 
which says, “Let’s make it simple.’ There is the other 
school of thought which says, “Let’s make it just.” 

The statutes swing back and forth between these two 
points of view. One part of a statute apparently will be 
controlled or arrived at by persons thinking in terms of 
simplicity; another part of the same statute will be arrived 
at by persons thinking in terms of what they consider to be 
justice. 

Mr. James for years has been an advocate of the simplicity 
school. His writings on the subject have caught the atten- 
tion of many people. We are very happy to have him here 
with us as someone who has probably said more upon the 
virtues of simplicity than almost anyone I know of, at least 
in the tax field. Mr. James, of Washington, D. C.! (Applause) 

. . Mr. Albert E. James read a paper on the subject of 
oT he Virtues of Simplicity,” appearing at page 619 herein . 


CHAIRMAN MORRIS: 


Now we are going to hear from the hewers of wood and 
drawers of water, the men who toil on these Pacific slopes, 
than which there are no “whicher.” We are going to hear 
first from Mr. Charles E. McCulloch, a practicing attorney 
of Portland, Oregon, who will discuss ‘Federal Tax Practice 
on the Pacific Coast.” Mr. McCulloch! (Applause) 


MR. McCULLOCH: 


I did not select the topic for my brief remarks this after- 
noon. It was practically thrust upon me by the resourceful 
chairman of the Tax Committee. For that reason and be- 
cause of some difficulty I have in finding much that will be 
of particular interest to you in the announced subject, you 
will have no difficulty when I have concluded in recognizing 
that there has been more than a technical departure. 
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Pacific Coast from tax practice throughout the country at 
large would be as difficult as the effort some years ago of 
one of my clients to distinguish his own lumber manufac- 
turing business from representative businesses in the lumber 
industry. 


He had filed application for special assessment under Sec- 
tions 327 and 328 of the 1918 and 1921 Revenue Acts. His 
total tax for 1918 was well above 70 per cent of the net 
income for that year, while the rate of representative con- 
cerns was approximately half that percentage. There was a 
similarly high relative percentage of tax liability for later 
years. Our story was sympathetically received by the Bureau 
officers in Washington but they were having great difficulty 
in finding abnormalities in income or invested capital to 
support our application for special assessment. Finally they 
called in a representative of the General Counsel’s office to 
help out. He soon sensed the situation and began to ask 
questions. The claim had been based chiefly on the existence 
of a very large borrowed capital as distinguished from statu- 
tory invested capital. Finally the General Counsel’s repre- 
sentative, trying to be helpful, asked my client whether 
sawmilling companies in the Northwest customarily bor- 
rowed large sums of money. Without a moment’s hesitation 
my client answered, “I'll say they do. They borrow all they 
can get.” Thereupon I turned to my client and said, “That's 
where you cut your own throat,” to which he, recognizing his 
predicament, immediately replied, “Maybe so, but it’s the truth.” 

In spite of the general laugh at our expense we got our 
special assessment. I trust that you will be equally indulgent 
with what I have to say although I have no hope of raising 
any laughs even at my own expense. After all there is 
nothing humorous about taxes, unless it be in the sense of the 
punishment described in Gilbert and Sullivan’s “Mikado,” 
something humorous and lingering, with boiling oil and 
melted lead. 

In the old days when there were few recorded cases, few 
T. D.’s, I. T.’s, Solicitor’s Opinions, etc., we on the Coast 
were largely in the dark as to tax practice and at a great 
disadvantage in comparison with tax practitioners at Wash- 
ington and neighboring cities. We used to get together an 
accumulation of cases and once or twice a year go back to 
Washington prepared to stay a few days or a few weeks. 
That practice continued for many years. 

When the Board of Tax Appeals was created in 1924, we 
would have one calendar each year—at least that was the 
practice in the Northwest. Usually the Government attor- 
neys would show up one or two days before the Board 
member and there would be a frantic effort to settle cases 
and stipulate facts. ‘This procedure was unsatisfactory to 
the taxpayer and the Government,—particularly the taxpayer, 
confronted with a presumption that the Commissioner is 
always right. That presumption was not so strong then as 
it is today but it was always too strong for comfort. We 
still have only one calendar a year, but the mechanics for 
stipulations of fact and settlements are well worked out. 


The fundamental tax problems on the Coast are no differ- 
ent from those in the Middle West or in the South or on 
the East Coast, except that we have some rather difficult 
problems relating to the natural resource, industries, mines, 
timber and oil, not so frequently met with elsewhere in the 
country. I have an impression that Hollywood produces 
tax and personal problems (I should perhaps have said per- 
sonnel problems) that are sui generis. 1 shall not comment 
on those problems, but shall say something about the present 
decentralization program. The Pacific Coast Division of the 
Technical Staff was installed before any other. Apparently, 
therefore, the Bureau recognized that the decentralization 
program was peculiarly fitted to take care of the handling 
of tax cases in this section of the country. 


It goes without saying that if that program continues to 
be successful the advantage to the Pacific Coast taxpayer 
and practitioner will be very great. If it should prove to 
be unsuccessful, the result to us would be disastrous. It is a 
pleasure to say that so far as my personal observation is 
concerned the program is working very successfully and 
satisfactorily on this Coast. I attribute this primarily to 
two things, the essential soundness of the plan and particu- 
larly to the high caliber of the men assigned to this District, 
both those from the Technical Staff and from the Chief 
Counsel’s office. So far as I have observed and come in 
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contact with them they have been uniformly able, conscien- 
tious and tactful. They have realized that they have been 
put here to dispose of cases, not pass the buck to some one 
higher up at Washington. 

3efore the creation of the Pacific Coast Division the situa- 
tion had reached a very unsatisfactory state. The Revenue 
Agent set up everything he could think of to get the largest 
possible deficiency. The Agent in Charge and the reviewers 
in most instances sustained the Revenue Agent, partly on the 
theory that it was their mission to carry the red, white and 
blue flag for the Government and partly for fear of criticism 
and reversal from Washington. Many a time | have heard 
it said, “Yes, you should have it, but I can't give it to you. 
My recommendation would only be disapproved higher up 
and what can I do.” 


In my opinion the decentralization program initiated by 
the Secretary of the Treasury and the Commissioner was 
the most important and forward step in tax law administra- 
tion since the creation of the Board of Tax Appeals in 1924. 
My prediction is that the program will be increasingly suc- 
cessful. It will be if the personnel continues to be made 
up of able career men, as at present, who carry out the true 
purpose of the Treasury Department. Settlements will be 
speeded up and fewer cases will go to the Board than in the 
past. And particularly those cases will be settled, and settled 
speedily, that involve fact questions which reasonable men 
should always be able to settle. Furthermore the small 
taxpayer is now On a parity with the large taxpayer. Pre- 
viously he was at a considerable disadvantage. 

| have one suggestion for improvement in the present 
decentralized procedure. It seems to me that insufficient 
authority (or feeling of authority) is given to the consultants 
who are in direct contact with the taxpayers and their counsel 
and who are thus able to sense all the factors in the case. 
Perhaps review and reversal by the Division Chief of Staff 
should be only for patent errors of law. An added advantage 
in such a procedure lies in the fact that a taxpayer is con- 
siderably more willing to lay all his cards on the table if 
he feels he is dealing with officials who can and will settle 
his case finally. This is particularly true when it is necessary 
for the taxpayer to go to considerable expense to present 
his case fully to the Technical Staff. 


In the Pacific Northwest we have a small population and 
we have few businesses of enormous size. The field agents 
have the advantage of knowing the taxpayers in a manner 
impossible in populous eastern and middle western commu- 
nities. In that respect we are fortunate. I fancy we are 
less subject to severe and inconsiderate treatment than in 
some other sections of the country. But at the same time we 
suffer in a degree from this very intimacy. For example, | 
believe that in our section Revenue Agents are unnecessarily 
severe in sniping at salary deductions. Quite obviously in 
many instances they reduce such allowances to an absurd 
degree and beyond all conscience, substituting their own 


judgment or no judgment at all for the business judgment of 
the directors. 


I propose now to say something about tax law adminis- 
tration in general. When the Act of October 3, 1917, became 
effective, the first act imposing profits taxes and heavy income 
taxes, the country was at war. The entire country and par- 
ticularly its taxpaying business men accepted the heavy taxes 
and later the still heavier taxes imposed by the Revenue Act 
of 1918 with composure and in a patriotic spirit. Men who 
for decades had taken the attitude as to property taxes that it 
was simply prudent business practice to pay tax only on 
what the assessor could find (and if he found and assessed 
only a small part of the total property, so much the better), 


now came forward and disclosed their incomes with 100 per 


cent truth and sincerity. Of course there was then as always 
a small minority of actively dishonest persons, who concealed 
their incomes and who filed either no returns or false ones. 
But they were few and far between in comparison with the 
great army of citizens who tried to be fair and scrupulously 
honest with their Government. 


On the other side of the picture the rapidly expanded 
Bureau of Internal Revenue certainly matched the taxpayer 
in trying to do an efficient, fair and honest job, and it suc- 
ceeded in that effort. For several years I had an exceptional 
opportunity to contrast the energy, efficiency and conscien- 
tiousness of this newly expanded Bureau with other admin- 
istrative branches of the Government. The contrast was 
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startling and all in favor of the Bureau of Internal Revenue. 
The contrast between the Bureau and many of the various 
mushroom alphabetical organizations of today is even more 
striking and shocking. 

Gradually, however, there have crept into the administra- 
tion of the tax laws certain very undesirable tendencies. They 
all are based on the general concept that the Government 
is something apart from its citizens, that the citizen exists 
for the benefit of Government, not Government for the citi- 
zen, and that the Government must in all events get the 
money at whatever cost to the citizen. 


I sincerely believe that this has never been the purpose 
and objective of the present Secretary of the Treasury and 
the present Commissioner any more than it was of their 
predecessors. But the spirit is there throughout the Bureau. 


Perhaps the new spirit of the courts has something to do 
with it. We used to think in our innocence that tax laws 
should be construed most strongly against the taxing author- 
ity (Gould v. Gould) but now there is no theory, no matter 
how fanciful or brazen, which some court will not dignify 
with its authority. I omit citations, but any law clerk could 
supply them. 

A great judge—who was also a great epigrammatist—once 
said that one who deals with the Government must turn 
square corners. That theory has been carried to ridiculous 
extremes. For example, in past years taxpayers by the hun- 
dreds were invited by the Bureau to file claims for refund 
in blank, or in the amount of $1.00 or “such other amount as 
is legally refundable.” The Bureau was conscientiously try- 
ing to protect the position of those whose possible right to 
a refund would presently be barred by the statute of limita- 
tions. Consider in contrast, if you please, the present atti- 
tude of the Bureau and the courts, including the highest 
court, with respect to what is required in claims for refund. 
| myself am almost afraid to prepare a claim for refund for 
fear that I will not set out every theory or ground on which 
the refund could possibly be based or claimed. 


Truly the taxpayer must turn square corners, but the Gov- 
ernment may cut across lots, jump over fences and hide 
behind trees. 

The changed attitude may be illustrated by one or two 
examples. 

There is a growing tendency to invoke the penalty section 
—Section 102,—in the case of ordinary businesses (not family 
holding or investment companies) because they do not dis- 
tribute their entire incomes or a large part of their incomes 
as dividends. This threat is a sword of Damocles which 
has moved many businesses to distribute earnings which 
in honest, prudent, conservative business judgment would 
otherwise have been added to surplus. It is only fair to say 
that the example in this regard, was set for the Bureau by 
Congress under pressure of the Chief Executive and some 
of his advisers in and out of the Treasury. I refer, of course, 
to the recent provisions of law imposing a tax on undistrib- 
uted profits. 


Another instance of the changed attitude is the growing 
tendency of Bureau Agents to assert fraud and negligence 
penalties just to “get the money.” I have had the experience 
of hearing a responsible representative of the Bureau in 
Washington say to me, “Of course there was no fraud in 
this case but we had to assert fraud to escape the statute of 
limitations,” and in that very case several thousand dollars 
were paid by my client simply because he could not bear the 
idea of being charged with fraud. 

I have known fraud penalties to be asserted because of a 
claimed loss for which a complete explanation was made on 
the face of the return. I myself believed, perhaps errone- 
ously, but in any event honestly, that the deduction not only 
Was claimed in good faith but was properly and legally 
allowable. 


Surely the Government should not resort to practices of 
this sort. It should at all times and in all circumstances set 
an example of fair dealing to its citizens. It should be above 
petty practices. 

Some years ago the head of the Penal Division of the 
General Counsel’s office told me that out on the Pacific 
Coast we could have no conception of the downright dis- 
honesty employed in large eastern cities to escape taxes. 
No honest man, for one moment, would attempt to justify 
such practices. They are an injury to every honest taxpayer, 
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as well as a crime against the Government. They should 
be severely dealt with and the Bureau has taken effective 
steps so to deal with them. But one wrong cannot justify 
another wrong. Two wrongs never yet have made one right. 
The Government should not stoop to petty practice or exert 
the pressure of its great power under the inspiration of the 
slogan “Get the Money.” It should not meet even an extrav- 
agant claim for deduction by an equally extravagant counter 
claim. If the Government is going to attack taxpayers as 
unpatriotic because they resort to technicalities and loopholes 
in the law to escape tax, the Government must itself set an 
example—at least in conferences prior to trial before the 
Board—by refusing to rely on technicalities and extreme in- 
terpretations of the law to collect taxes. 


What I am about to say may be trite. But sometimes in 
our concern about details we lose.sight of fundamental prin- 
ciples. The taxpayers of this country are just as loyal as 
any other group. They appreciate their Government and 
their system of Government. They certainly are not more 
selfish than any other group. They represent a great cross 
section of the entire citizenry. 


Government sorely needs the confidence, trust and support 
of all its citizens. It particularly needs the support and 
confidence of its taxpayers. It needs a universal belief that 
its receipts are honestly and economically used. That is not 
the problem of the Bureau of Internal Revenue but of the 
Congress and the Chief Executive. But it needs also a 
universal belief that the tax laws are administered in no 
tricky or highhanded manner, but fairly and reasonably. This 
is the particular concern of the Bureau of Internal Revenue. 
In general, this last consideration has been fulfilled in a 
high degree both under the present Secretary of the Treasury 
and Commissioner of Internal Revenue and their predeces- 
sors. These leaders should permit no deviation by their 
subordinates from their own ideas and ideals. 


There has been a profound change in the past five years 
in the attitude of the Government toward business men and 
taxpaying citizens. They have been abused and pilloried as 
unpatriotic. The attitude of the taxpayer has not changed in 
a like degree. He has been more than patient, but who can 
say that another five years may not produce in the taxpaying 
class, a feeling of intense and justified resentment which will 
react most unfavorably against the Government? Whether 
such feeling shall increase or decrease depends in large part 
on the action of the Bureau in changing certain unfortunate 
present trends and eliminating all unnecessary irritations in 
the administration of the tax laws. 

The question has a double aspect, the practical and the 
moral. Only those governments are strong which can rely 
on their citizens in times of trouble as well as in times of 
calm prosperity, and only those governments can rely on 
their citizens which have inspired those citizens with an example 
of efficient and honorable conduct. 

There should never be hostility and distrust between citi- 
zen and government, but fair treatment and mutual confi- 
dence. Each party has an equal responsibility. (Applause) 


CHAIRMAN MORRIS: 


Mr. George V. Powell of Seattle, a little further north and a 
little further west, will talk to you on the subject of “A Year 
of Decentralization in the Seattle District.” Mr. Powell! 
(Applause) 


MR. POIWELL: 


The Seattle office of the technical staff having jurisdiction 
over Washington and Alaska was established under the decen- - 
tralization program of the Bureau of Internal Revenue on 
July 1, 1938. The first year of operation, while perhaps not 
sufficient to sustain an accurate judgment, is at least indica- 
tive of certain benefits and drawbacks. 


Probably one of the most beneficial results comes not 
directly, but indirectly through the functioning of the agent’s 
office—at least there seems to be sufficient correlation be- 
tween the two to say that the decentralization plan has brought 
it about. In order to understand this it is necessary to recall 
that beginning some two or three years ago a very decided 
change in administration of the law through the agent’s 
office became evident. That is to say, there was an obvious 
and deliberately arbitrary drive for collection of additional 
taxes, which was evidenced through denial of deductions and 
setting up of additional income upon any and every pretext. 
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The effect of this policy was such that it became almost 
impossible to secure any relief from the agent’s office upon 
review of proposed findings. If the taxpayer did not agree, 
the agent simply closed the case and passed it on to the 
Commissioner in Washington to whom, in the majority of 
cases, it was impracticable to make any further showing. 


In contemplating the set-up of a new office, it seemed very 
probable that the result would be to accentuate the policy 
of the agent’s office of passing the taxpayer on to some 
higher authority. Surprisingly, however, the opposite has 
occurred, The conferees now seem more desirous of reach- 
ing an acceptable disposition of cases and a willingness to 
accept greater responsibility in disposing of them. Just why 
this should be so it is difficult to see, but the agreeable fact 
exists and because of its conjunction with the establishment 
of the new policy, it seems in order to credit it with this 
result. As such, it is decidedly a significant and important 
one because the previous policy was rapidly breaking down 
every vestige of taxpayer goodwill and resulting in an intol- 
erable situation. If the new policy has done nothing more 
than this, it has still accomplished a great deal. 


In cases that are settled to the reasonable satisfaction of 
the taxpayer there are, of course, the very obvious advan- 
tages of less trouble and probably less expense than a sub- 
mission to Washington under the old system. In any event, 
whether settlement is reached or not, a direct contact with 
representatives of the Commissioner authorized to make a 
final decision, gives the taxpayer a more satisfactory feeling 
of consideration. It cultivates a better spirit on the part of 
the taxpayer and, through more direct approach to points 
at issue, tends to eliminate a great deal of irrelevant consid- 
erations and focus attention upon the essential points of the 
dispute, which may then be more properly evaluated by both 
sides to the controversy. It has some of the benefits of pre- 
trial procedure stressed under the presently developing rules 
and practice. 


There are also, from the standpoint of the government, 
and, therefore, from the standpoint of each taxpayer inter- 
ested in the proper and efficient collection of revenues from 
all taxable sources, as distinguished from his particular case, 
some very important benefits arising under this procedure. 
It should shorten the time for disposition of cases and, where 
a tax is due, should speed up its collection and thereby avoid 
many losses due to inability to collect an assessment ulti- 
mately established. Through opportunity for personal con- 
sideration of the taxpayer’s position on review, it should 
enable settlement to be made of many cases which have here- 
tofore gone to the Board and been settled by the attorneys 
in the field because of failure to submit to a further coti- 
ference in Washington. It should greatly improve the han- 
dling of cases on behalf of the Commissioner upon trial to 
the Board because they will now be presented by attorneys 
who have handled them from the beginning, are familiar 
with the facts and through local acquaintance should know 
better how to defend the case against the particular litigant 
or attorney appearing for him—a decided improvement over 
the previous system of having cases coming on for trial to 
be handled by attorneys previously having no contact and 
being wholly unfamiliar with them. 


One of the disadvantages of the new plan is not a result 
of the plan itself, but of the personnel which administers it. 
So far as the Seattle office goes, it still remains very much 
of a third wheel in the machinery, showing a tendency still 
to rely upon headquarters and reluctant to accept a final 
responsibility and discretion to adjust differences in a prac- 
tical way. It is still as the name implies—a “technical staff” 
—and its disposition seems to be to “pry” out revenue from 
the taxpayer and to win cases rather than to exercise the 
more judicial functions of administration and arrive at correct 
and just decisions. Individual members will be quick to 
resent this comment and many of them have expressed a 
much broader viewpoint, but for the most part in the final 
analysis and in practice, their judgment and decision are 
subject to control of some superior, and they seem to be 
still inclined to pass the buck to him. 


A very positive disadvantage develops in many cases in- 
volving novel principles or legal or technical problems requir- 
ing or involving responsibility for determinations for which 
there is no precedent. It may be said that these are not 
the most frequent controversies, which is probably true, and 
yet they are by far the most important and are things with 
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which the local technical staff is, theoretically, primarily 
designed to handle, since cases involving only facts or appli- 
cation of established rules and principles should be disposed 


of by the agents. Illustrations of this situation are found 
in connection with the questions involving the dividend-paid 
credit in cases where the regulations are not specific. Situa- 
tions of this kind call for administrative interpretation requir- 
ing a high order of skill, judgment and responsibility. When 
such a case is submitted to the unit at Washington, it is in 
position to receive the attention of the best brains of the 
office expert in the particular line and having special familiar- 
ity with the problem presented. 


Obviously under decentralization there will be lacking in 
the local office the special skill and ability to deal with these 
problems that would be available at Washington, and a direct 
result of this situation is that in such cases presenting prob- 
lems that are out of the ordinary, the tendency is for the 
local office to play safe and hold against the taxpayer. Either 
the local office of the technical staff undertakes to settle the 
matter on its own responsibility without being adequately 
equipped to do so or it passes the question back to the 
Bureau, and this without any direct contact with the tax- 
payer to present his own side of the case. 


As a result, there are many cases presenting special or 
difficult problems where the taxpayer reasonably feels that 
the case cannot get the consideration and judgment that it 
deserves, and provision should be made for further confer- 
ence and consideration in the Commissioner’s office before 
the issuance of the 90-day letter. 


A possible solution to this problem would be a sort of 
combination of the old and new systems. That is, certain 
types of cases should receive final consideration in the Com- 
missioner’s office, and other types of cases should be closed 
locally. 


To be sent to Commissioner: 
1. Cases in which uniformity is desirable. 


2. Cases involving interpretation of law and regulations in a gen- 
eral sense. 


To be handled locally: 


1. Cases involving merely the application of settled law to novel 
facts. 

2. Novel factual situations. 

3. Purely local problems, 


With this modification, the new system will be beneficial 
to both the taxpayer and the government. (Applause) 


CHAIRMAN MORRIS: 


To one man, more than anyone else, this tax clinic is 
indebted. We have leaned upon him for arrangements, for 
the procuring of speakers, for giving us various reactions as 
to the program on this meeting generally, and that individual 
is the friend of all of us, Judge Adolphus E. Graupner, former 
Member of the Board, now practicing law in this great city. 
Judge Graupner has never been noted for understatement 
of an injustice. Judge Graupner! (Applause) 


HONORABLE ADOLPAUS E. GRAUPNER: 


Mr. Chairman and Ladies and Gentlemen: George Morris 


wants to push me off the end of the dock again. I can 
see that. 


Mr. Wenchel, if you will pardon me for using your name 
and using the incidents of your speech, I should like to say 
a few words about the decentralization, without being hyper- 
critical and attempting to be suggestive. 


I know a great many of the men who are on the personnel 
of the four decentralized agencies on the Pacific Coast. I 
knew them before they came here. I respect them. I think 
they are capable, and I think they are honest, and I think 
they are trying to do their utmost in their endeavors to 
make a success of decentralization; furthermore, while I was 
on the Board of Tax Appeals and there was a move then 
under way to try to attempt decentralization, I was in favor 
of it, and I am still in favor of it. 

So I want you to understand as the introduction to what 
T am to say, there is a great amount of dissatisfaction with 
the working of the decentralized unit, and I am not going 
to run over a lot of it. Some of it, as has been said by 
previous speakers, is a sort of matter of heredity; some, of 
course, is impinged with the old doctrine of “Let George 
do it”; but I think the fundamental error in the technical 
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staff’s set-up is this: I am judging by my own experiences, 
judging by the experiences of some of those in whom I have 
confidence, and I don’t think it is related wholly to the 
Pacific Coast because I have heard the same criticism from 
attorneys from Chicago, from New York, and elsewhere, 
who have discussed this decentralization with me. 


I have a feeling that so far as the General Counsel’s office 
is concerned, it is all wrong. In your address today you 
used the term, as nearly as I can recollect it, that the rela- 
tionship between your office and that of the Commissioner 
was that of “attorney and client.” I think that was your 
expression; and then, in answer to a question from the floor, 
you said that the attorneys representing the attorney in the 
decentralized areas were purely advisory to the technical staff. 


Now, I think all of those who are here and are lawyers, 
rather resent that situation. I don’t think any of us in 
private practice would permit the employee of our client, 
during the progress of negotiation for settlement of a case, to 
come in and tell us that we couldn’t do this or we couldn’t 
do that, or we couldn't do the other thing, and say, “You 
go to trial,” if we were attempting to settle a question. 


I think the laymen of the technical staff have their prob- 
lems. I think they go very far in adjusting accounts, per- 
haps looking over evidence submitted, but when it comes 
finally to the determination as to whether they are going 
to reject the taxpayer’s petition or to recommend a settlement 
upon a basis in round figures which is entirely unsatisfactory 
to the taxpayer, I think then that the attorney should be 
supreme. 


I have never been told so, but I have had the feeling in 
my dealings with the attorneys that in many cases we would 
not have gone to trial or, if we had gone to trial, there 
would have been many stipulated issues which would have 
erased all but one or two of the issues tried. 


Now, I believe that if the arrangement could be so made 
that you return directly to the attorney and client status, 
that your attorneys here had the attorney and client status, 
the technical staff being considered as the clients, and they 
determining whether they dare go to trial on issues which 
they know they can’t substantiate and which they know the 
taxpayer can, we would get much further in our adjustments 
than we are getting now. 


I give but one instance, and this occurred last year. A 
brother and sister were co-owners of promissory notes of a 
corporation which had become bankrupt in the year 1931. I 
represented the sister; another attorney represented the 
brother. The brother, in conference, was allowed deduction 
of the full amount of the notes. I was denied deduction or 
offered a settlement on the basis of about one-third of the 
value. Certainly I can make no explanation to my client, 
whose brother told her what had happened to him, that will 
ever convince her that there is any fairness. 


We had to go to a long-extended trial, a trial that lasted 
three days, while she was suffering from an attack of heart 
disease, and had to go on the witness stand under those 
conditions, and, consequently, with that intensity of the trial, 
I feel very intense about it. 

Now, there were two different conferees. It wasn’t the 
same conferee who heard both of these cases, but it would 
have been the same attorney who would have tried both the 
cases, and I can’t help but feel that had the attorney been 
left to judge, we would have had a one-day trial instead of 
a three-day trial. 

I believe that when the attorney takes his field, his client 
must follow, or he must abandon his client. We have to 
do it in private practice, and the Supreme Court has declared 
on many occasions that when the sovereign comes 
before the court, he is no better than the humblest citizen 
of the country, and I think if there were a little bit more of 
that in consideration of the taxpayer’s claims, perhaps we 
would get a little bit further, and perhaps this prayer for 
success of your decentralization, and I hope it will succeed, 
will be more promptly realized. (Applause) 


CHAIRMAN MORRIS: 


Well, now, this is an experience meeting. We do want to 
get this matter of the report of these two committees we 
appointed this morning, but we ought to have a little while 
here. Is there anyone who would like to say anything for 
the good of the cause or respecting the merits of the great 
State of California? If so, let him now speak. 
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I see Mr. Palmer Hutcheson back there, from Texas. It 
seems to me the only rival the State of California has in 
these parts. Mr. Palmer Hutcheson, have you anything to 
suggest for the good of the community. 


MR. PALMER HUTCHESON: 


Mr. Morris, I appreciate the opportunity, but last night 
California convinced me that California was bigger than 
Texas. Under the circumstances, I have come to the con- 
clusion that there is no justice, even outside of the admin- 
istration of the federal tax laws. I hope there is that in 
the administration of the federal tax laws. Thank you very 
much for the opportunity. 


CHAIRMAN MORRIS: 


Well, now, is there anyone from any other jurisdiction 
who wants to unburden his soul for the sake of the record? 
I know a great many do outside the record, but for the 
record. Well, there being no applicants for the unburdening 
process, I think we had better call upon your two commit- 
tees for report. 


Our first committee was the Committee on Draft of By- 
Laws. Mr. Vernon, I believe, is our Chairman of that Com- 
mittee. Are you ready to report, Mr, Vernon? 


MR. WESTON VERNON, JR., of New York: 


Yes, I am. We have drawn a draft of by-laws framed 
from suggestions taken from typical by-laws of sections of 
the Association. Is it your pleasure to have them read and 
adopted here? 


CHAIRMAN MORRIS: 


I think we had better do that. We shall have to go through 
this form in some fashion. We will have Mr. Vernon read 
the by-laws section by section. As he reads a section, we 
will ask for any objection or comments. If there are none, 
we will assume that temporarily it is adopted and we will 
read all the sections in that manner, and then we will adopt 
the whole with such amendments as have been made in the 
process. 


MR. VERNON: 


The draft is as follows: 


ARTICLE I. Name and Jurisdiction. 


Sec. 1. The name of this Section shall be the Section of Taxation. 

Sec. 2. The subject matter under the Section’s jurisdiction shall 
extend to all taxes and manners of taxation, not exclusively assigned 
by the House of Delegates or Board of Governors to some other 
section or to a committee. The section may, however, so far as such 
a course is consistent with the Constitution and By-Laws of the 
American Bar Association and the acts of the House of Delegates or 
Board of Governors, agree to the consideration of tax topics by 
other sections of the Association. 


- 


ARTICLE II. Membership. 


Sec. 1. Any member of the American Bar Association shall upon 
request to the Secretary of this Section and upon payment of the 
dues for the current year, be enrolled as a member of this Section. 
Members so enrolled shall constitute the membership of this Section. 

Sec. 2. Each member of the Section shall pay to the American 
Bar Association annual section dues of five dollars ($5.00), provided 
that the Council may fix the annual dues of all members of the 
Section who at the time dues become payable are in the regular 
employ of the Federal or a State or Local Government at an amount 
less than the Section dues to be paid by other members of the 
Association. After the initial payment of a member’s dues, subse- 
quent dues shall be payable on July 1 of each year. 


CHAIRMAN MORRIS: 


I think we had better pause a moment there on Article II. 
The dues which are paid by the Sections which pay dues are 
generally $2 or $1 per year. There are a number of sections 
which pay no dues. Generally speaking, the sections which 
pay no dues are the pro bono publico sections; that is, those 
sections where men are interested who have no client interest 
or who have no direct or potential financial interest in the 
outcome of the activities of the section. Where men are 
engaged in section activities who also are engaged in that 
line of practice, the sections are usually made dues-paying. 

The question arises whether the dues suggested in this 
instance are adequate. I think we might hear the thought 
of our Chairman with respect to the dues suggested and the 
reasons which led the Committee to suggest that figure. 
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MR. VERNON: 


The Committee felt that if the Section was to be effective, 
some funds would be required. Having in mind also that the 
Association generally has a deficit, as I understand, and will 
not be able to appropriate money to the Section, except from 
amounts received by dues, we agreed on the figure of $5 
as section dues for each year. I think that the registration 
lists show that from five hundred to seven hundred and 
fifty persons have attended tax clinics. If one-fourth or one- 
fifth of that number join the Section, we will probably have 


a fund to enable us to carry on the work of the Section 
adequately. 


CHAIRMAN MORRIS: 


In connection with the dues, it might be said that the pres- 
ent Committee has found it necessary to meet three times 
within the current Association year. Funds available for 
expenses existed for a single meeting; the other two meetings 
were held at the expense of the members of the Committee. 
On the last two occasions the members of the Committee 
assembled from all over the country in Washington, at their 
own expense. If they had not been able to assemble, a great 
deal of the effectiveness of the work of the Committee would 
have been destroyed, or would have been impossible. 


An enormous amount of correspondence was carried on 
between the Committee members and among the Committee 
members in addition to the actual exchange of thought in 
personal meeting. Each one of these three meetings lasted 
two days. 

We do from time to time, or have done in the past, an 
amount of printing which varies very greatly with the legis- 
lative situation. When Congress is in session and about to 
consider or is in the process of considering, a tax bill, it is 
necessary to do a considerable amount of printing or the 
equivalent, in order to get our ideas and projects before the 
members of Congress in formal fashion. 

When the Congress isn’t in session or isn’t in the act of 
considering a revenue bill, we usually don’t have that bill 
for printing, but we always have to be in a position of meet- 
ing it. 

Another aspect of the matter is that as the work of the 
Committee has gone on over the years, and this is the eight- 
centh year of the existence of the Committee, it has become 
more and more apparent that there are certain subjects upon 
which we could do a great deal better job if we were in a 
position to compensate somebody for research work, par- 
ticularly in the raw material field, so to speak. You will 
find that men who are engaged in Bar Association activity, 
vive an enormous amount of time to what they are doing 
very frequently, but there must be a limitation because, after 
all, most of us make our living on the basis of our time spent 
in activity, and you can’t give all of it to Bar Association 
work, but it has been apparent that if at certain periods we 
can engage somebody for a month or two months to run 
down some material for us, we can do a job for the com- 
munity which no one else seems to be doing. 


Generally speaking, the Treasury Department does a very 
vood research job; generally speaking, the staff of the Joint 
Committee on Internal Revenue does a good job; the Twen- 
tieth Century Fund and other foundations do a good job; 
hut there are matters concerned primarily with procedure 
and practice which these other groups do not touch upon, 
which have been the peculiar province of the Committee. 


With adequate finances, the Section ought to be able to 
make a greater contribution to the public good in those direc- 
tions than the Committee has been able to do. 


The real question is, it seems to me, about these dues, 
whether we will do a better job by charging a fee, say, of 
five dollars in the way of producing income, or whether we 
will do a better job by charging a fee, say, of two dollars. 

The advocates of the five-dollar idea have said, “We are 
not interested in having a section of people who just come 
around and sit. We are interested in having a group of peo- 
ple who are genuinely concerned with the contribution which 
the Bar Association may make to the problems of taxation, 
particularly in the fields of practice, procedure, and clarifica- 
tion; therefore, we don’t concern ourselves with getting 
several hundred people into this section; what we want is a 
yroup of people who, by the very process of belongine to 
it, will evidence a sincerity of effort.” 
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On the other hand you might say that if you charge a 
lower dues figure, you would get more people and, there- 
fore, you would broaden the interest. We canvassed the 
existing Committee at the time of our last meeting, with 
respect to this idea, and the feeling of that Committee, which 
I dare say is largely the origin of the report Mr. Vernon has 
made, was that by charging dues of five dollars and reducing 
the dues, say to a dollar or a dollar and a half or two 
dollars in favor of men who are actually in government sery- 
ice and who presumably aren’t getting the income that the 
men in private practice are getting, we would accomplish a 
much better result than we would if we tried to make this 
thing popular, loose, and not of the quality which it has 
steadily maintained since its origin. 

Parenthetically, I don’t know how closely you people whvw 
are still here have watched the quality of these papers we 
have had today, but I say it not by way of comparison—] 
say it in an absolute way—to my mind the quality has been 
astonishingly high. We have had people contribute to what 
we have heard today, who have given a serious amount of 
concentration, an extensive amount of time, to present these 
things to us. We can be assured of a continuance of that 
type of paper if anvone who comes into this Section pays for 
the privilege of coming in and participating along the grade 
that those papers now indicate. 

Well, I have talked all I possibly can on this subject. Is 
there any tendency to disagree with the Committee’s recom- 
mendation? 


MRS. LOVELACE of Berkeley, California: 

If I were a member, I surely would disagree. Do you 
want to make it so that the government can come in and tell 
you what to do, let the government come in at one dollar, 
and make the others pay five? I can’t pay five, and I am 
not taking any of the taxation cases. 

You said a while ago that the government people receive 
less. The attorneys of California average about $1400 a year, 
and show me the government employee who works for that. 
You want to leave all of us out and bring in these govern- 
ment people who didn’t tell us anything worth listening to 
today, for one dollar, and let them come in, but I don't 


want to be a member if you are going to have that kind of 
committee. 


MR. VERNON: 


The Committee purposely left it at the discretion of the 
Council to determine the dues for men employed by the 
government. It was not fixed at one dollar because it was 
felt that if there were a great many government men who 
immediately joined the Section— 


MRS. LOVELACE: 


_All the government men would immediately join the Sec 
tion and tell us exactly what to do. They tell you just 
exactly what to do and you do it. 


CHAIRMAN MORRIS: 


Is there anyone else who wishes to speak with respect to 
this recommendation? 


MR. ROWLAND S. H. DYER of Washington, D. C.: 

I should like to say just a word. As to the papers that 
have been prepared so carefully and have been delivered to- 
day, it seems to me this must be kept in mind, that however 
fine they are, they follow naturally with rapidity. We are 
hearing a great many of them. If we do not have the means 
to have them printed so that they may be also available tv 
us later, we are going to lose something of their value. | 
take it that a payment of a fee of five dollars would perhaps 
make that possible, whereas a fee of two dollars might not; 
therefore, I am certainly in favor of the larger amount, or 
whatever amount may be necessary to carry forward in 
printed form the papers which are delivered from year to 


vear before the Section. 
MR. RAYMOND F. GARRITY of Washington, D. C.: 


Mr. Morris, I assume that these by-laws will provide fou: 
placing in the Council the responsibility for increasing or 
decreasing these duties from time to time. 


CHAIRMAN MORRIS: 


I think any question of dues will have to be passed upon 
hy the Section, once we get it formed. I mean any change 
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irom the ey form. Incidentally, these dues will have 
to be O. K.’d by the Board of Governors. They may not 
consent to five-dollar dues. We don’t know. 


MR. GARRITY: 


| am in favor of the five dollars. I just merely felt that 
possibly the Council would want to consider that question 
after it was organized and see how this thing worked out. 


CHAIRMAN MORRIS: 


| think we consider ourselves, at least temporarily, as the 
members of a section who are directing our Council as to 
our desires. Of course, we are not a Section; we haven't 
been authorized. We are just working on an hypothesis, 
which is not entirely exact. 


MR. O. D. BRUNDIDGE of Dallas, Texas: 


| just want to remark that we have listened to a very able 
paper by Mr. James, giving us a demonstration of the law 
of diminishing returns in tax matters. Probably the same 
might work in this Association and a smaller dues might 
produce more revenue. I am for any amount of dues that will 
produce enough revenue to perpetuate these fine papers that 
we have had here today and similar papers that we will 
have at every meeting, but if two or three dollars would 
produce more revenue than five dollars, then I think we 
ought to consider that, and it is entirely possible, because a 
number of the members of this Section, if it becomes a sec- 
tion, are also members of other sections, and they might 
make unfair comparisons in the amounts of dues the other 
sections charge, and might drop out of this Section. 

I think it is quite possible that perhaps three dollars 
would produce more money than five dollars. 


CHAIRMAN MORRIS: 

Your theory is that the taxicab running at twenty-five 
cents a mile may produce more taxicab business than those 
running at one dollar a mile. The Committee undoubtedly 
discussed that aspect of it. Will you tell us your reaction, 


Mr. Vernon? 

MR. VERNON: 

Inasmuch as the by-laws contemplated that they might 
be amended, it was felt that at the outset the dues should 
be set high, and if they don’t work out, if we don’t get 
enough members of the Section, we can then change the dues. 

CHAIRMAN MORRIS: 


Is there any further discussion of this? 


WR. PERCY W. PHILLIPS of \ashington, D. C.: 


| believe that there is considerable merit in what Mrs. 
Lovelace had to say with respect to the discrimination be- 
tween those who are in government service and those who 
are outside of government service. 

At the proper time, or at the present time, I should like 
to make a motion or suggestion, if motions are not in order, 
that that part of the by-laws which provides for a differen- 
tial in rates should be omitted from the by-laws. 


MR. VERNON: 

That is left entirely discretionary with the Council. There 
is nothing in the by-laws now that will make it mandatory 
to provide a lower rate of dues for government emplovees. 

MR. PHILLIPS: 

That is the Council of what? 

WR. VERNON: 

Of the newly created Section. 

WR. PHILLIPS: 


_ But T conceive of the Council coming under the domina- 
tion of the government representatives shortly after the or- 
ganization of the Section if that is once put into effect. 


CHAIRMAN MORRIS: 


Let’s get the issue there. Your suggestion would be that 
we remove even the discretionary power now provided by 
the Committee to pass upon the matter. 

MR. PHILLIPS: 


I don’t see why any lawyer who is able to pay the dues 
that the American Bar Association requires, should not also 
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be able to pay the same dues that any other member of the 
Association pays to belong to this Committee or Section. 


CHAIRMAN MORRIS: 


That raises a very simple question. We have a motion 
that we delete that discretionary power of the Council. We 
assume that the motion is seconded. All those in favor of 
it will say “Aye”; those opposed, “No.” There seem to 
be three noes to one aye, and the noes seem to have it. 


Now the five-dollar figure—does anyone wish to take ex- 
ception to that? You heard what Mr. Brundidge had to 
suggest. 
to it? 


MR. T. M. INGERSOLL of Cedar Rapids, Iowa: 


In order that this might be before the house, I move that 
the proposed by-law with reference to the fee of five dollars 
be amended by inserting the figure “two dollars.” 


CHAIRMAN MORRIS: 


You have heard the motion. We take it the motion is 
seconded. All those in favor of making the figure two dol- 
lars, will say “Aye”; those opposed, “No.” The Chair is 
in doubt. All those in favor will raise their hands. (Three 
hands were raised.) All those opposed. The motion is lost. 

The motion now is that five dollars is the figure. All those 
in favor will say “Aye”; opposed, “No.” The ayes have it. 


MR. VERNON: 


I think I can summarize this report, if it is permissible to 
do that instead of reading it. 


The next provisions provide for three officers, Chairman, 
Vice-Chairman, and Secretary, and a Council composed of 
cight members of the Section. ‘Then follows a provision that 
the Chairman, Vice-Chairman, and Secretary are to be elected 
annually, and that the eight members of the Council—the 
first year we elect two members to serve for one year, three 
to serve for two years, and three to serve for three years; 
and then each year elect to serve for a three-year period, 
so that we will have every year some members going off 
the Council and the vacancies can be filled. 


The next section provides for the nomination of officers 
by a nominating committee appointed by the Chairman of 
the Section, permitting other nominations to be made from 
the floor of the meeting. 


There is then the provision providing for election of offi- 
cers by written ballot unless otherwise specified. 


The next section, Article V, deals with the duties of the 
officers and I don’t think there is anything there that is par- 
ticularly material. The usual duties for the Chairman, Vice- 
Chairman, and Secretary are included. 

The next section provides for the duties and powers of the 
Council, giving the Council general supervision and control 
of the affairs of the Section, including the authorization of 
the expenditures of money, authorizing the Council to direct 
or authorize the Chairman to appoint committees to carry 
out special projects, authorizing the Council to fill vacancies 
either in the offices or in the Council itself. 


There are the usual provisions for a quorum, a majority of the 
Council constituting a quorum, providing that all binding action 
of the Council shall be by a majority vote of the whole 
Council. There is also a provision for the Council members 
voting by mail or telegram. There is a provision for the 
Chairman to submit to the Council and to consider proposals 
without requiring a meeting of the Council. Those proposals 
are to be submitted in writing. 


Finally, Article VII provides for meetings, for a meeting 
during the annual meeting of the Association, a special meet- 
ing to be called by the Chairman on approval of the majority 
of the Council. That section also provides for tax clinics 
to be held at such places and times as the Council determines. 

Then there are miscellaneous provisions prescribing the 
fiscal year of the Section as being the same as that of the 
Association; a provision for the payment of bills of the 
Section, either on approval of the Chairman or the Secre- 
tary; and a provision that no salary or compensation shall 
be paid to any officer or member of the Council. 

When that section was first drawn, it also included: “or a 
member of a Committee” but the Committee on By-Laws 
struck out that provision, it being felt that we might need 
to employ someone for research. 


Does anyone wish to make a motion with respect 
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MR. GARRITY: 
In connection with that last, I notice that the officers are 
Chairman, Vice-Chairman, and Secretary. If we are going 
to have dues of five dollars a year from the members, who 
is going to disburse the funds? Don’t you have a Treasurer? 


CHAIRMAN MORRIS: 


The Treasurer of the Association; disbursed only upon 
order of the officers. 


MR. VERNON: 


Finally, Article 1X provides for the amendment of the by- 


laws by a majority vote of the members of the Section 
present at the meeting. 


CHAIRMAN MORRIS: 
It doesn’t require any notice, does it? 
MR. VERNON: 


No, but it requires that the amendment shall first have 
been approved by the Council; in other words, the majority 
of the members at a meeting may not adopt an amendment 


to the by-laws which has not first been approved by the 
Council. 


CHAIRMAN MORRIS: 


It seems to me that the safeguarding of anything we do 
today—we will probably hold a meeting, certainly at the next 
meeting of the Bar Association, if we are created a section, 
and possibly earlier, but at that time we can straighten out 
any difficulties or anything that isn’t working satisfactorily. 
With the exception of the provision as to dues and the excep- 
tion of the jurisdiction, those by-laws are the by-laws, ap- 
proximately, that are used by the other fifteen sections. I 
mean there is nothing unusual in there. As we go along, 
we may find things that we want to change. With that easy 
amendment, where no notice is required, we simply come 
together and the Council approves and the majority of the 
Section amends, I think we have protected ourselves against 
making any too grievous errors at the outset. 


MR. PHILLIPS: 


Would you consider it advisable that there should be some 
provision for amendment of the by-laws without the approval 
of the Council, provided written notice had been given of 
the intention to amend the by-laws? In other words, as I 
see it at the present time, the Council has an absolute veto 
for any amendment. Should there not be some way by 
which the membership of the Section can amend the by-laws? 

I can appreciate that you would not want that done by a 
very small number who might be present at the close of a 
meeting, but at the same time, there should be some pro- 
vision by which the by-laws could be amended without an 
absolute veto by the Council. 


CHAIRMAN MORRIS: 


The answer to that, abstractly, would seem to be yes. As 
a matter of practice, however, they found in the other sec- 
tions that what actually happens is that the people who 
are concerned and feel a sense of responsibility in the sec- 
tions generally are the people on the Council and on the 
committees that the Section creates. At any given meeting 
a great many people come in who are local in character 
only; for instance, you meet in San Francisco, and you get 
a large percentage of people from the West Coast; you meet 
down in New Orleans, and you get a great many people 
from the Southeast, with very few from the West Coast; 
you meet in Boston, and you get a great many New England- 
ers who come into the Section, but the people who come 
into the Council primarily are uniform; they appear, are 
always active wherever the thing goes, and the Council and 
Section function a good deal the way the House of Dele- 
gates does for the Association. 

The reason we created the House of Delegates was to get 
away from this shifting control, depending upon the geo- 
graphical location of the meeting. You have a continuity 
of control. I think that is the same theory that goes into 
all the Council set-ups. 

So far as I am personally concerned, if this were the first 
section and we were setting up new by-laws for the first 
time, I would agree that we ought to put the power back into 
the section to control ultimately whatever may take place, 
and theoretically I think that is sound. Practically, I don’t 
think it is much worth while. 
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MR. PHILLIPS: 


In the Bar Association itself, the by-laws cannot be amended 


without the approval of the House of Delegates. Is that 
correct? 


CHAIRMAN MORRIS: 


Yes, in both the Assembly and the House, and the same 
is true of the Constitution, so that it is about the same thesis, 
It is one of these things that theoretically doesn’t sound so 
good but for practical working purposes, it works out pretty 
well. That is about all that can be said for it. 


Are there any other questions about these by-laws? 


MR. GARRITY: 


I move that the by-laws be accepted. 
The motion was regularly seconded 


CHAIRMAN MORRIS: 


The motion is made and seconded that the by-laws be 
accepted as presented by the Committee, and the vote has 
been taken on the earlier articles. 

The motion was put to a vote and was carried 

You understand that these are subject to approval of the 

Board of Governors which may throw them back into our 


laps. We have the report of the Committee on Nominations, 
Mr. Miller. 


MR. ROBERT N. MILLER of Washington D. C.: 

It is so very late, I won’t attempt to go into any great 
detail. There were many things that troubled us. 6bvi- 
ously, it is a tough job to try to decide on the spur of the 
moment such an important question as the personnel of the 
officers. We have done the best we could. I think I ought 
to say this because it is one of the bases on which we have 
acted, that the next President, as you know, has tried to have 
his committees ready for appointment the moment he was 
elected, a very fine thing; since there was theoretically a 
possibility, at least, that this would still be a committee, he 
has his list of the people that he would appoint, seven men, 
to this Committee, if it remained a committee. We find that 
we know who those people are. It is the present Committee 
except that Mr. Godehn, as Mr. Morris has said, doesn’t 


want to accept reappointment, and in his place Mr. William 
Warren is on that list. 


It seemed to us in the interest of continuity, of having a 
smooth transition from the Committee to the Section, about 
the simplest thing we could do was to use those names as 
far as they would go. 


As you see in the recommendation for the by-laws that we 
have just adopted, it calls for eleven people, three officers 
and eight members of the Council. That would leave us 
short, after using the seven—four people still to be appointed. 
After thinking over that, it seemed to us that it might be very 
well to leave two of those places vacant for the present. 
This is a potshot on a very important matter. These new 
by-laws, I believe, would make it possible for the Council 
to fill those two vacancies later. Time would give them 
not only a chance to consider geographical distribution more 
carefully, but also an opportunity to canvass what experience 
and what background in the Association and this Committee, 
various possible appointees have had. 


So, our first recommendation is that at the present time 
we take care only of nine out of this total of eleven. 


Our recommendation for Chairman is George Morris; as 
to Vice Chairman, G. A. Youngquist; as to Secretary, Weston 
Vernon. Then, coming to the members of the Council, Louis 
A. Lecher, William A. Sutherland, James K. Polk—with the 
addition of Mr. Warren. 


CHAIRMAN MORRIS: 
Mr. Lecher is of Milwaukee. 


MR. MILLER: 


I will check over that just in a minute. With the addition 
of Mr. Warren, who is on the President's list, that gives us 
nine, and we note that we would select now just two more, 
leaving the other two to be selected. 


Now, Mr. Morris, Washington; Mr. Youngquist, Minne- 
sota; Mr. Vernon, New York; Mr. Lecher, Milwaukee; Mr. 
Sutherland, Atlanta; Mr. Polk, of New York; and Mr. War- 
ren, of Cleveland. 
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In trying to select just two more, we thought that there 
might be one more man from Washington, D. C., with whom 
consultation could be had by the Chairman, as ‘Washington 
is the place where a great many people are who are interested 
in taxation, and keep up both with legislation and with ad- 
ministration; and one from the West Coast. 


With a great deal of difficulty and bearing in mind that 
there is still the opportunity to use talent in the appointment 
of the remaining two, and in the appointment of the Com- 
mittees, which would still have to be appointed, our sugges- 
tions for those remaining two are: Mr. Percy W. Phillips, 
of Washington, and Mr. John B. Milliken, of Los Angeles. 


That is all, except this: We have suggested the names, 
but there would still be a problem as to the terms, and we 
haven’t separately nominated anyone for short or long terms. 
That is something that we were very much in doubt about 
and we still haven’t a strong conviction. We discussed the 
matter of deciding it by lot, and discussed just considering 
that we would take them in the order that they happened to 
be set down here, assigning the longest term first and so 
on down. 

I should like to separate this report into two parts; the 
first omits consideration of this more or less unimportant 
matter as to the length of these terms. I should like to 
present the first part generally, and then we might give 
attention just for a moment to hear what the consensus of 
opinion is as to the best way of splitting them up. 


CHAIRMAN MORRIS: 


All right! May we take it up in that order? As to the 
persons nominated, is it satisfactory in the group to leave 
these two places open and leave it to the Council to sit down 
and talk it over? Does anybody want to make any com- 
ment about that? 


JUDGE GRAUPNER: 
I move that the report be accepted. 


MR. PAUL M. GODEHN of Chicago, Illinois: 


I wonder whether there would be a question under the 
language of the by-laws as to whether those two places 
would constitute vacancies. The courts of Delaware have 
held under similar language that a place that has never been 
filled is not a vacancy. 


CHAIRMAN MORRIS: 

Possibly. I don’t think anybody is going to raise the point, 
though, in our Association. I think the question is: Is that 
a sensible way to conduct it? I think we can get over that 
hump of those two men. They can’t do anything to us. 
They can’t put us in jail or revoke our franchise because 
we didn’t fill it. 

The motion is before you. Is there any further discussion? 

. The motion was put to a vote and was carried 


Now, as to the method of determining the length of term, 
suppose we take a little test vote here on who thinks it 
ought to be done by lot. Does anybody object to doing it 
by lot? The Chair will entertain a motion that we do it by lot. 


MR. INGERSOLL: 


I move that it be determined by lot. 
; The motion was regularly seconded, was put to a 
vote, and was carried 


CHAIRMAN MORRIS: 
Is there anything else, Mr. Miller? 


MR. MILLER: 
That is all. 


CHAIRMAN MORRIS: 


Let me ask this question, just for advice: I have observed 
that the strongest sections have started out by feeling their 
way. We have got some paper sections in the organization, 
that draw up a lot of committees and sub-committees, and 
chairmen, and other things, and they usually remain in the 
Status of paper sections, but the ones that seem to have the 
toughest fibre and grow steadily, are those that grow slowly. 
TI hinking that over and taking into consideration these ques- 
tionnaires that we received, I mean the filling in of the 
questionnaires—most of us here have got them, I think, get- 
ting an expression of opinion, there seemed to bea suggestion 
that we had best proceed at the outset by having, say, a 
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Committee on Federal Taxation, a Committee on State Tax- 
ation, and a Committee on Local Taxation, to be expanded or 
subdivided, when the occasion requires. Does anybody at 
this time have any reactions that he would like to state 
as to that proposal? 


JUDGE GRAUPNER: 


I think you would be unwise to go any further than that. 
As soon as you do it, you have your committees crossing 
wires before there has been the breaking down by the com- 
mittees of what can be segregated. 


MR. JAMES: 


I am wondering, Mr. Chairman, if that is as satisfactory 
a plan as a functional plan, namely, Income Taxation and 
Inheritance Taxation and Estate Taxes together, of course, 
because of the overlapping problem which seems to me to be 
the most important thing with which your Section will 
have to deal. Men familiar with income taxes, for instance, 
are working in both the federal and the state field, and are 
more conscious of overlapping problems, and would bring 
to the work of those committees a better judgment than they 
would have or would be used if you sectionalized in accord- 
ance with government units. 


MR. SUTHERLAND: 


I think that Mr. James’ suggestion would be entirely sound 
if this section were dealing principally with the substantive 
questions of tax law, but since we are dealing purely with 
administrative questions, or almost altogether with admin- 
istrative questions, it seems to me that you have to divide 
your section according to the administrative units with which 
you are dealing. We are dealing with a federal administra- 
tion, with state administration, and with local administration, 
and it seems to me that is the logical division. 

I wonder whether Mr. James wouldn’t agree with that, 
when he considers that the Section is dealing with adminis- 
trative rather than substantive questions. 


MR. JAMES: 


If that is the scope of the Section, I have no doubt that 
that is correct. 


CHAIRMAN MORRIS: 


The scope of the Section, of course, is undetermined as 
yet, but there again we are feeling our way. We have done 
pretty well in the practice and procedure and clarification 
field as a committee. We haven’t gone into substance. I 
see no reason why we should be limited from going into 
substance, but I think we would do better not to rush into it. 


MR. JOHN W. TOWNSEND of Washington, D. C.: 

I was going to make this suggestion, that in view of the 
fact that the field of federal taxation is so large, it might 
be desirable to have one committee on income taxation and 
one on miscellaneous or other federal taxation, simply in 
order to reduce the volume of the work, although I will 
admit that might not distribute the burden of the work. 


CHAIRMAN MORRIS: 


I like that suggestion. That gives us another committee, 
which is still within the limited scope of our activity. Are 
there any other suggestions? This is for the Council to 
decide. I am simply trying to get it on the record here. 


MR. JAMES: 
Then you will have subcommittees under these heads? 
CHAIRMAN MORRIS: 


Yes, you would run that under your federal taxation field. 
You might have two or three subcommittees. 


MR. SUTHERLAND: 
My suggestion in answer to Mr. Townsend would be that 
those be two subcommittees of a single committee. 


MR. TOWNSEND: 
That would be true. 


CHAIRMAN MORRIS: 
If there are no other suggestions, a motion to adjourn is 
in order. 
‘ Upon motion regularly made and seconded, 
the meeting was adjourned at five-thirty o’clock 





















































































































































































































































































































































































































































































































































































































































































































INTERPRETATIONS 


COU R a) BOARD 


DEPARTMENTAL 


Appellate and Lower Courts 


Capital v. Ordinary Loss—Building and Loan Shares With- 
drawn before Maturity Date.—In 1932, taxpayer withdrew 
certain shares of building and loan association stock, accept- 
ing in part payment at book value, real estate which had a 
much lower market value. The shares had been held for 
more than two years but had not matured. It is held that 
the transaction constituted a distribution in partial liquida- 
tion within the meaning of section 115 of the 1932 Act, and 
resulted in a capital loss to the taxpayer, and was not an 
ordinary loss. Dissenting opinion filed. 

Affirming District Court decision reported at 38-1 ustc 
7 9116, 22 Fed. Supp. 206.—U. S. Circuit Court of Appeals, 
Third Circuit, in Mary J. Henderson v. United States. No. 
6805, October Term, 1938. 


Capital Stock Tax—Amendment of Declared Value.—The 
declaration of value of petitioner’s capital stock as contained 
in its first capital stock tax return filed pursuant to Secs. 
215(f) and 216(a) of the National Industrial Recovery Act 
may not be amended by a second capital stock tax return 
filed within the extended time for filing. 

Affirming Board of Tax Appeals decision, 
CCH Dec. 10,095, reported at 392 CCH J 1923.016.—U. S. 
Cire uit Court of Appeals, Fifth Circuit, in Haggar Company 

. Commissioner of Internal Revenue. No. 9009. 


38 BTA 141, 


Capital Stock Tax—Amendment of Declared Value for 
Year Ended June 30, 1933.—The time for filing capital stock 
tax returns for the fiscal year ending June 30, 1933, having 
been officially extended by the Commissioner to September 
29, 1933, it was proper for the taxpayer, before the expira- 
tion of such date, to file an amended capital stock tax return 
as a basis for computing its excess-profits tax for subsequent 
income-tax years.—U, 5S. Court of Claims, in Philadelphia 
Brewing Company v. | ‘nited States, No. 43429. 


Capital Stock Tax—‘“Doing Business.”—The plaintiff cor- 
poration was not “doing business” during the taxable years 
ended June 30, 1934, 1935, and 1936 so as to be subject to 
capital stock tax. Its activities consisted only of annual as- 
sessment work required by law to prevent a forfeiture of 
unpatended mining claims; payment of necessary expenses 
in securing a patent; receiving $84.57 collected as a royalty 
due under a lease executed prior to the taxable years; trans- 
porting from the mine loose ore which had previously been 
mined by the lessors; and receiving its royalty and interest 
on a prior investment.—U. S. District Court, District of 
Idaho, Northern Division, in Ambergris Consolidated Mining 
Company v. United States of America. No. 1401. 

* *” aS 

Taxpayer was not doing business and not subject to capital 
stock tax for the years 1933, 1934, and 1935 where its sole 
income was from rentals on properties owned by it, and it 
did no business except to receive the rentals, pay taxes, 
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interest, and insurance, and provide for its mortgaged indebt- 
edness, such payments consuming the income. It paid no 
dividends and salaries.—U. S. District Court, Western Dist. 
of Oklahoma, in Kingkade Hotel Company v. H. C. Jones, 
Collector of Internal Revenue. Law No. 6382. 
i 

Plaintiff, the owner of timber property, was not “doing 
business” during the taxable years 1933, 1934, and 1935 so as 
to be subject to capital stock tax. It was simply maintaining 
the property awaiting the time when it could dispose of the 
property at a fair value and distribute the proceeds among 
stockholders. “It has kept its money invested rather than 
on deposit in banks and has occasionally sold at a profit some 
of the securities in which the money was invested, but these 
profits have been insignificant in amount.”—U. S. District 
Court, Northern Dist. of Illinois, in Lyon Lumber Company 
v. Carter H. Harrison, Collector’ of Internal Revenne, First 
Collection Dist. of Illinois. No. 45931. 


Depreciated Stock Exchanged for Annuity—No Deductible 
Loss.—In 1931, plaintiff acquired a mortgage on a corporate 
plant at a cost of $250,000. In June, 1935, pursuant to a 
corporate reorganization he exchanged his mortgage for 
3,500 shares of newly issued prior preferred stock. On 
December 10, 1935, he exchanged 3,000 shares of the stock 
(having an estimated value of $84,000) for an annuity (with 
an estimated value of $84,000) under a contract with his 
son-in-law. The annuity was payable in semiannual install- 
ments during his life and after his death to his wife during 
the remainder of her life. It is held that the latter transaction 
did not give rise to a deductible loss because not representing 
a transaction entered into for profit—-U. S. District Court, 
Eastern Dist. of Pennsylvania, in Powell Evans v. Walter J. 
Rothensies, Collector of Internal Revenue, First Dist. of Penn- 
sylvania, No. 20,578. March Term, 1938. 


Depreciation—Basis—Transfer to Controlled Corporation. 
—Taxpayer was not limited to the transferor’s cost although 
at first all petitioner’s shares were issued to the transferor 
as a matter of form, where as part of the agreement as to 
formation of petitioner corporation, the shares were later 
redistributed among a larger number of shareholders aud 
the transferor of the patents was not thereafter in control 
of petitioner. 

Affirming on this issue, District Court decision, 38-1 ust 
7 9182.—U. S. Circuit Court of Appeals, Second Circuit, in 
Heberlein Patent Corporation v. United States. 


Estate and Income Taxes—Charitable, etc., Contributions 
—Deductibility—By the terms of the will of the decedent 
(who died May 29, 1924), his entire residuary estate was to 
be given, under the direction of his executor and the advice 
of his sister, to “such charities and worthy objects” as they 
might determine, the decedent having written to his sister, 
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in England, indicating certain charitable objects for which 
he desired her and the executor to make provision. It is 
held that the will was sufficiently definite to indicate that 
the decedent wished his entire residuary estate to be given 
to charitable and educational institutions. Therefore, deduc- 
tion is allowed, from gross estate, of the value of the 
residuary estate as a bequest to charity. The income derived 
by the executor during administration became a part of the 
corpus of the residuary estate which eventually went to 
charity. Therefore, it is deductible from gross income as 
permanently set aside and destined for charitable uses.— 
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U. S. Court of Claims, in George Beggs, Exr., Estate of 
Edward D. Farmer, Deceased v. United States. No. 42509. 


Estate Beneficiary—Deduction for Inheritance Taxes.—A 
beneficiary is denied the right to deduct on her 1926 return 
inheritance taxes paid from the corpus of the estate, credit 
for which was allowed against the federal estate tax lia- 
bility. The beneficiary was on a cash basis and gave a note 
to the estate in 1926 for her part of the inheritance tax.— 
U. S. District Court, Western Dist. of Pennsylvania, in 
Miriam G. Hostetter v. United States. Law No. 7769. 


Board of Tax Appeals 


Accounting Methods—Building and Loan Shares.—(1:): The 
difference between payments on subscriptions to building. and 
loan association shares and the amount received upon ma- 
turity of the shares, is not taxable in its entirety to the 
shareholder in the year of maturity, where the shareholder, 
on the accrual basis, has consistently for all years accrued 
annually on his books and included in income the net annual 
increase in the withdrawal value of the shares resulting from 
dividends declared and credited annually to its account on 
the books of the association, but only so much of the gain as 
has not been accrued in prior vears is taxable as a dividend 
in the year of maturity. The Board overrules the following 
arguments of the Commissioner: That requirement of notice 
before withdrawal prevented the accrual as treated on the 
books; that the withdrawal value was not unqualifiedly sub- 
ject to taxpaver’s demand. It is held that constructive receipt 
does not relate to accruals. 


(2) Where losses are sustained by the association during 
any year and charged on its books to the account of the 
shareholder at the end of the vear, and the shares have not 
matured or have not been disposed of during the year, the 
losses may not be deducted in such year by a shareholder 
who has consistently accrued net annual increases in the 
withdrawal value in prior years but who fails to show how 
he accounted for the losses on his books or that his account- 
ing method is one under which the deduction would have to 
be allowed in order to clearly reflect income. An accrual 
method of accounting does not permit a loss to be anticipated 
while the transaction is still open. There was not a loss 
actually sustained in a closed transaction.—C. F. Mueller 
Company v. Commissioner, Decision 10,767 [CCH]; Dockets 
85964, 96331. 40 BTA —, No. 37. 





Bad Debts—Worthless Notes.—Where it has been reason- 
ably ascertained that certain notes receivable became worth- 
less in a prior year, deduction for the worthlessness of such 





notes may not be postponed until the year in which they 
mature.—Paul Rose wv. Commissioner, Decision 10,737-C 
[CCH]; Docket 93585. Memorandum opinion. 


Basis of Stock after Transfer.—Pursuant to the mandate of 
the Circuit Court of Appeals for the Ninth Circuit (37-2 ustc 
{ 9560, 92 Fed. (2d) 861) for additional findings of fact and 
opinion based thereon, the Board finds that the transfers 
made by Linda Von Der Ahe and the Grocers Securities Co. 
to the petitioner were made in furtherance of and for the 
purpose of executing and putting into effect the plan of re- 
organization embodied in the Merrill contract as amended, 
and reaffirms its prior opinion appearing in 33 BTA 30, CCH 
Dec. 9070. 

The court then pointed out that it was not authorized to 
make findings of fact, and reversed the Board, remanding the 
case to us with the directions hereinabove set forth. Since 
we have found that the transfers were made in connection 
with the plan of reorganization embodied in the Merrill con- 
tract as amended, and since the opinion of the Circuit Court 
indicates that, if such were the facts, we had reached the 
proper conclusion in our prior decision, we hold, for the 
reasons set forth in 33 BTA 30, that respondent correctly 
determined the basis upon which petitioner’s gain should be 
computed.—Von’s Investment Co., Ltd. v. Commissioner, Deci- 
sion 10,724 [CCH]; Docket 74643. 39 BTA 1141. 


Brokerage Account—Sales of Stock—‘First-in, First-out” 
Rule.—The Board on review of brokerage statements holds 
that 586 shares of stock deposited with taxpayer’s broker as 
collateral with instructions not to sell them were in fact sold 
in 1932, and that by applying the “first-in, first-out” rule to 
the stock sales in 1934 on this basis, taxpayer realized a gain 
of $2,520.65 instead of a loss of $10,546. It is immaterial that 
the broker violated taxpayer’s orders in selling the 586 shares 
in 1932—James R. [Vhitman v. Commissioner, Decision 
10,727-F [CCH]; Docket 86749. Memorandum opinion. 


Bureau of Internal Revenue 


Deductions—Business Expenses.—Expenses incurred by A, 
a retired noncommissioned United States Army officer, in 
connection with successful litigation relating to an increase 
in his retirement pay, are deductible as business expenses 
under section 23(a) of the Revenue Act of 1938.—I. T. 3325, 
1939-40-10039 (p. 4). 

% % * 

Payments made in 1937 and 1938 by the M Company to the 
widow of an officer-stockholder who died in January, 1937, 
though not required to be made by any contractual obliga- 
tion, are deductible by the corporation as business expenses. 
Such amounts are gifts to the widow, and, therefore, are not 
taxable income to her.—I. T. 3329, 1939-41-10054 (p. 9). 


Deductions—Taxes Generally.—A mortgagor under a Fed- 
eral Housing Administration insured loan, who keeps his ac- 
counts on the cash receipts and disbursements basis, may 
deduct as taxes paid amounts of real property taxes advanced 
to the mortgagee only for the taxable year in which pay- 
ment of such taxes is made by the mortgagee to the proper 
taxing authorities... If the accounts of the mortgagor are kept 
on the accrual basis, the deduction of the amount of the tax 
liability should be taken in his return for the year in which 
falls the date as of which the tax is assessed.—/. T. 3326, 
1939-40-10040 (p. 5). 





* * * 


Under the general laws of the State of New York, real 
property taxes accrue, for federal income tax purposes, as of 
July 1 of each year. (This does not necessarily apply to 
taxes imposed by local jurisdictions.) New York City real 
estate taxes, under the charter of the city of New York effec- 
tive January 1, 1938, acrued for the fiscal period January 1, 
1939, to June 30, 1939 on April 1, 1939, and for the fiscal year 
beginning July 1, 1939, and subsequent fiscal years, one-half 
of such taxes accrues on October 1 and one-half accrues on 
April 1.—J. T. 3328, 1939-41-10051 (p. 2). 


Exemption—Corporation.—As a general rule, in determin- 
ing whether an organization is exempt from federal income 
tax, the purpose of the organization should be determined 
from the instrument creating it. This rule is subject to the 
exception that where the net income of an organization is 
required by some other binding instrument to be used for 
charitable purposes its exemption will not be defeated by 
the fact that its charter or other instrument under which it 
exists does not indicate an exclusively charitable purpose. 
The exception to the general rule does not include cases 
where there is no binding instrument requiring the income 
to be devoted to charity even though the income is so de- 
voted, and should be confined to cases where the intent 
prompting the original organization was to create an organi- 
zation to be operated exclusively for charitable purposes.— 
G. C. M. 21610, 1939-41-10053 (p. 7). 
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Federal Taxation of State and Local Bonds 
(Continued from page 624) 
example, to favor irrigation projects in the western 
states it could easily provide that the income from 
irrigation district bonds might be tax immune. Or 
again, let us assume that the Federal Government 
favors one form of low cost housing development, 
and certain states have other ideas on the subject. 
Federal exemption of the bonds of such agencies as 
proceeded in line with the form of development favored 
by Washington, would most certainly determine which 
policy was to be followed. As one witness before the 
House Ways and Means Committee recently said: 
“Give me that power and I will control the states.” 
One of the provisions of the Public Salary Tax 
Act of 1939 affords a most striking and timely illustra- 
tion of the immediate use of the power to tax, as the 
power to control. Under the Gerhardt and O’Keefe 
cases state and federal employees would have been 
liable for retroactive taxes on salaries received in the 
past. ‘Title II of the Act was intended to remove 
the federal liability of state employees. So far as con- 
cerned state taxation of the salaries of federal employees, 
relief was clearly a matter of state jurisdiction. How- 
ever,— and with the perfectly proper objective of 
protecting their own federal employees,—the Act 
provides that the Secretary of the Treasury may 
suspend the protection of the Act in the case of em- 
ployees of any state which attempts to levy retro- 
active taxes on federal employees. In other words, 
the power to tax is clearly being employed to force 
the states to follow a prescribed line of federal policy. 
In this instance it happens that the policy was entirely 
praiseworthy and proper. But, coming as it does at 
this time and in the Public Salary Tax Act, it is a 
most interesting lesson in state control and federal 
dictation, exercised directly through the power to tax. 
If the Sixteenth Amendment is a new grant of 
power, and the words “from whatever source derived” 
are to be construed as extending the taxing power 
of Congress to subjects of taxation not theretofore 
within the scope of the federal taxing power, then it 
follaws that Congress may tax the income of the 
states, or of their municipalities. The wholé argument 
for a layman’s interpretation of the words “from what- 
ever source derived” is based on a rigid literal inter- 
pretation. Those who advance that argument cannot 
admit that the language permits any implied excep- 
tion. To imply an exception in favor of the income 
or revenue from self-liquidating state projects, or 
from municipal utility systems would contradict their 
entire case for strict literal interpretation. That the 
Treasury’s position goes this far has already been 
indicated. The government brief in the Gerhardt case 
actually argued that the Port of New York Authority 
itself was subject to the federal income tax. Stamp 
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taxes on the issuance of their bonds have already been 
demanded from the Delaware River Joint Commission, 
Consider the effect of the establishment of supreme 
federal taxing power over the states, as claimed by 
the Department of Justice. The State of Oklahoma, 
and I believe also California and Texas, derive rey- 
enues from oil operations on state lands. Detroit and 
New York City derive revenue from street car, sub- 
way and water works operations, Los Angeles, and 
many other municipalities, from the sale of light and 
power and Boston from an elevated railway. Rev- 
enues derived from these operations constitute in- 
come. Some of you may say “but, of course, this 
income is derived in a proprietary capacity and it is 
therefore taxable.” However, under the Treasury’s 
interpretation of the Sixteenth Amendment, neither 
the governmental or sovereign nature of the income, 
nor the nature of the taxpayer is material. The Treas- 
ury contends that under the Sixteenth Amendment, 
income from any source may be taxed and that the 
word income must be literally interpreted without 
any implied qualifications whatsoever. In that case 
the moneys derived by the states from gasoline taxes 
are also moneys subject to tax. The same rule must 
indubitably apply to any state and local taxes. The 
moment it is admitted that the character of the income 
or implied constitutional limitations have any bearing 
upon the validity of the tax, the Treasury’s whole 
argument to sustain their interpretation collapses. 


I’ HAS BEEN SUGGESTED BY THE TREASURY OFFICIALS 
that the states will suffer little or no loss under the 
proposed statute, because it will vest the states with the 
reciprocal right to tax federal securities. This pre- 
tense of reciprocity should fool no one. In the first 
place, there are twelve states in the Union which have 
no personal income tax law. These states can hope 
to gain nothing from the right to tax federal securi- 
ties, unless they are willing to change their basic tax 
structure. And whether a state should enact an in- 
come tax law is, in my opinion, a matter of the state’s 
internal affairs which it, and it alone, should decide. 
Furthermore, even in the states which have an income 
tax law the rates and the revenues derived are com- 
paratively minor.*° In the next place, it is well 
recognized that the ownership of federal securities is 
concentrated in a few states. Finally, even if the states 
could hope to offset their higher interest rates by 
state taxation of federal securities, the cities would 
still be without any hope of compensation for their 
higher costs. Generally speaking the municipalities 
have no power to tax incomes. Yet about 83 per cent 
of the outstanding state and local indebtedness is 
local.*? 

Even the Treasury has finally admitted the serious- 
ness of the burden which this proposal will inevitably 
place on local government. In presenting the Treas- 
ury’s case before the House Committee on Ways an 








“The Fiscal and Economic Aspects of the 
Securities, Harley L. Lutz, p. 77. 

"Asa typical example in one state, we note the testimony before 
the Ways and Means Committee of the House, the Representative 
of the State of Oklahoma, Mr. Herbert L. Branan, who stated 
that in the opinion of the Treasurer of that State, the Federal 
Government would withdraw four times as much in taxes as the 
state could collect by taxing federal securities. He also pointed 
out that: . even if we were to assume, merely for the sake 


Taxation of Public 











of argument, that Oklahoma would benefit from such a 
the facts disprove it—it would do the cities and other local units 
of government no good at all. Under our Constitution, the state 
government is prohibited from levying a tax for the cities and 
counties, and likewise no part of the revenue of cities and counties 
may be used for state purposes. If the state government did re- 
cover anything through its income tax from interest on federa! 
securities, it would not accrue to the benefit of the taxpayers in 
the cities and counties because of this provision.’’ 
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Means, the Under Secretary of the Treasury, Mr. 
Hanes, suggested that the effect on the states and 
localities might be alleviated by according a direct 
federal subsidy in place of the fiscal advantages which 
the localities now enjoy through the issuance of 
tax-exempt bonds. The difficulty with the subsidy 
suggestion may be more apparent to those schooled 
in the practical operations of government than to 
the scholar. Aside from very grave constitutional 
considerations, a subsidy from the Federal Gov- 
ernment to municipalities, to reimburse them for their 
losses, might in theory “balance the books.” How- 
ever, I think every one here will at once recognize 
the practical considerations that would await each 
state as they came, hat in hand, to Washington to 
obtain what they considered to be their fair allotment 
of the subsidy, and to meet the terms of those who 
were controlling the purse strings. From the point 
of view of the economist, it might seem desirable to 
have all tax exemptions abolished, and the grants, 
which are now made in the form of tax-exempts, made 
by actual appropriations. And then what? The real- 
ist knows. We have seen what has happened to the 
power to make appropriations when it is put into 
execution—you simply stand in the line forming annu- 
ally outside the door of the Appropriations Committee. 

However, serious as is the prospect of additional 
taxes on local government, this proposition involves 
something even more fundamental. While continu- 
ally referring to the reciprocity of the proposed stat- 
ute, the Department of Justice has expressly attacked 
the reciprocity of the immunity doctrine. It has urged 
before the Supreme Court that the states can have 
no protection from the federal taxing power (except 
the dubious protection of non-discrimination). At 
the same time they urged the preservation of the doc- 
trine in all its vigor to protect the Federal Government 
against state taxation.*? 

If it is true, as the Treasury Department urges, that 
the Constitution has vested the Federal Government 
with the supreme taxing power, and that the states’ 
right to immunity depends entirely upon an act of 
Congress, it is fair to state that the states exist at 
the grace of the Federal Government. Let us assume 
that the Congress was to enact a statute taxing state 
securities and granting the states the “reciprocal” 
right to tax federal securities. What is to prevent any 
subsequent act of Congress from repealing the right 
of the states to tax federal securities’ What is to pre- 
vent Congress from raising the tax rates on the in- 
come from state securities, or on certain types of state 
or local securities, so high as to discourage any one 
from investing in them. I am sure that the members 
of this Section have no delusions as to the scope of 
Congressional discretion in the classification or ex- 
mption of subjects for tax purposes. 

The only real guarantee of reciprocity is the guar- 
antee now afforded by the Constitution. Under our 
system of dual sovereignty, tax interference by onc 
government with the necessary functions of the 
other, can only be prevented by reciprocal immunity. 
The withdrawal of that protection from one of the 
two sovereigns must ultimately result in the subjec- 

®Brief submitted by the Department of Justice, in New York 
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tion of the states. The complete elimination of the 
doctrine of immunity could only result in a destruc- 
tive tax war. 

It has been suggested in some quarters that the 
fears voiced by the states are groundless. That, in the 
final analysis, Congress is composed only of repre- 
sentatives of the states, and therefore they need have 
no fears that their representatives will take action 
leading to their ultimate destruction. This answer 
ignores our entire form of constitutional government. 
It assumes that the Congress of the United States 
could invade the constitutionally reserved rights of 
the states merely because the, states are represented 
in Congress. Yet, any school boy knows that when 
this nation was formed, only certain express rights 
were delegated to the Federal Government, and that 
the residuum of all power remained in the sovereign 
states. 

Digs FOR A MOMENT THE QUESTION OF REGULATING 

the internal affairs of the forty-eight states. If 
constitutional barriers are to be ignored on the plea that 
the states are represented in Congress, then we have 
abandoned a constitutional federation of states and 
set up a national government. Congress would then 
have the power to regulate the local affairs of each 
state. One would have to hold that the states had 
no voice in such regulation from Washington, since 
they were represented at the Capitol by their Sen- 
ators and Congressmen. One would have to hold, 
for example, that the states could not object to a 
federal act abolishing our state legislatures, since the 
act itself was the product of a majority of the states’ 
representatives. And yet we all know that under the 
Constitution the reserved powers of the states are not 
subject to control by Congressional majority. 

One of the most serious implications of the sug- 
gested statute, concerns the tax status of outstanding 
state and municipal bonds. It has been estimated 
that if the present Session of Congress enacts a law 
taxing the income from state and municipal securities, 
it will be many years before the Federal Government 
derives any substantial revenue from that source. 
With the power clearly established through Court ap- 
proval of the statute now proposed, some future Con- 
gress, under strong pressure to raise revenues, might 
well consider the taxation of outstanding securities. 
If the power to tax state securities is once established, 
there would appear no constitutional bar to such ac 
tion. And it is far from improbable. In 1918, one 
of the Houses of Congress actually did pass a meas- 
ure taxing outstanding state securities. And so far 
as the Treasury is concerned, they have proceeded, 
and are proceeding at the present time, against cer- 
tain types of outstanding state and municipal securities. 

Again, if the Federal Government has the supreme, 
taxing power, what is to prevent it from assessing 
stamp taxes on the original issue of state and munici- 
pal securities? As a matter of fact, the Treasury is 
actually sont that the Delaware River Joint Com- 
mission, an instrumentality of the States of New 
Jersey and Pennsylvania, is liable for some $50,000 in 
original stamp taxes on account of bonds issued by 
that agency. Certainly, there is nothing to prevent 
the imposition of this tax, if the Federal Government’s 
taxing power is supreme. If this be true, it is but one 
short step toward the assessment of similar taxes on 
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state and local bond issues running into millions of 
dollars each year. Such a tax is certainly not im- 
posed on the bondholder, but would be payable 
directly out of state and municipal treasuries. I can 
see no difference between such a tax and a corpora- 
tion tax levied against the states and cities of the 
country on their tax receipts. 

It has been argued that tax-exempt securities 
should be eliminated because their continued exist- 
ence imperils the theory of progressive taxation. Our 
tax experience has proven however that that theory 
cannot be rigidly followed as the only and entire 
maxim of system of taxation. Even the sacred theory 
of progression must yield to reality. The capital gains 
provision and the deduction for charitable contribu- 
tions are, strictly speaking, contrary to the theory of 
progressive taxation. However, if the primary mo- 
tive for removing tax-exempts is its “interference” 
with true progressive rates, what reasons have we to 
believe that the next step will not be toward the strict 
application of progressive rates and the elimination 


of exceptions in favor of capital gains and charitable 
contributions ? 


F° ALLY, I SHOULD LIKE TO POINT OUT THAT THERE 
is no reason to couple the reduction of high surtax 
rates with the abolition of the tax immunity of state and 
local bonds. | do not know why the former necessi- 
tates the latter. It seems to me that in coupling these 
two recommendations, the Treasury is indulging in 
a little too much camouflage. On the one hand, they 

attempt to invoke support for the tax proposal from 
the man in the street by suggesting that the tax im- 
munity of government obligations offers a haven for 
tax evaders. The appeal is based on the cry of class 
inequities. On the other hand, it is suggested to the 
wealthier taxpayers that their relief from high sur- 
taxes is dependent somehow on the taxation of the 
interest from state and local bonds. Obviously, the 
relief from high rates does not depend on abolishing 


tax immune securities. It is evident, 


therefore, that 


if the continued existence of tax immune securities 
was a social evil it could be discouraged by lowering 
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surtaxes, an end which the Treasury now justifies in 
and of itself. 

In conclusion, I submit that the so-called evil of the 
exempt security has been greatly exaggerated. The 
theory has popular appeal—the facts, however, show 
conclusively that the wealthy are not unduly inter- 
ested in the refuge. Both the available figures on 
distribution and ‘the federal estate tax records show 
that as a general proposition there is no improper con- 
centration of these securities. When an investor pur- 
chases a tax-immune bond, he pays a tax—in the 
form of a smaller vield—at the source. To take this 
tax payment at the source away from the states and 
cities, every one admits that the tax will place a heavy 
and, in many cases, insupportable burden on local 
government. 

Under the Pollock case, the proposed statute is 
clearly unconstitutional. ‘There is no reason to be- 
lieve that the Court will reverse that decision; on the 
contrary, the most recent decisions of the Court indi- 
cate its continued validity. 

So far as concerns the Sixteenth Amendment, the 
arguments now resurrected have not convinced the 
Court in the past and they can hardly appeal to any- 
one at all conversant with the Constitution. 

The political, economic and social consequences of 
the proposal confront us with a veritable Pandora’s 
box of dangerous consequences. If affirmed by the 
Court, the statute would establish the supreme power 
of the Federal Government to tax the states. It would 
establish, federal fiscal control of state and local gov- 
ernment, and open the door to social and _ political 
dominance by the central government. 

Its pretension of reciprocity should fool no one. It 
is neither reciprocal in its distribution of new tax bur- 
dens, nor reciprocal in legal theory. It would permit 
the taxation of outstanding securities, or the exemp- 
tion of federal securities, by any future Congress. Its 
social and economic excuse for existence is not sup- 
ported by the facts. It does not even pretend to be 
a revenue measure. It is unconstitutional and utterly 
out of harmony with our concepts of the dual sov- 


ereignty of State and Federal Governments under 
that document. 
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